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~ UNITED STATES-CANADA
FREE TRADE AGREEMENT--1988

TUESDAY, APRIL 12, 1988

U.S. SENATE,
COMMITTEE ON FINANCE,
_ Washington, DC.

The hearing was convened, pursuant to notice, at 10:05 a.m. in
Room SD-215, Dirksen Senate Office Building, Hon. Lloyd Bentsen
(Chairman) presiding.

Present: Senators Bentsen, Matsunaga, Baucus, Mitchell, Riegle,
kl))easchle, Packwood, Roth, Danforth, Heinz, Wallop, and Duren-

er.
ding e prepared statements of the Senators appear in the appen-

[The press release announcing the hearing follows:]
[Press Release No. H-16, March 29, 1988}

BeENTSEN ANNOUNCES FINANCE CoMMITTEE HEARINGS ON UNITED STATES-CANADA
FREE TRADE AGREEMENT LEGISLATION

WAaSHINGTON, DC.-—Senator Lloyd Bentsen (D., Texas), Chairman, announced
Tuesday that the Committee on Finance will hold four days of hearings on the
United States-Canada Free Trade eement in mid-April.

The hearings are scheduled for day, April 12, Wednesday, April 13, Friday,
April 15, and Thursday, April 21, 1988. All four hearings will be held at 10 a.m. in
rooma SD-215 of the Dirksen Senate Office Building.

Bentsen said, “Testimony from private enterprise is an important part of the
Committee’s consideration of the agreement. I anticif)ate that the legitimate con-
cerns of domestic industries about the agreement will have to be addressed in the
implementing legislation.”

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. This hearing will come to order.

I would like to have Mr. Jack Sheinkman, Mr. Max Turnipseed,
Mr. Carl Schwensen, Mr. Benjamin Cooper, and Mr. R.M. Cooper-
man. If you will come forward, gentlemen, and take a seat.

We heard last March the 17th of this year from the administra-
tion on the Canadian Free Trade Agreement, and now we want to
hear from some of the public witnesses. We have had a great many
requests to testify, and obviously we cannot accommodate all of
them in oral testimony. But we have made a provision for those
statements to be submitted to the record and we have already re-
ceived a large number of those submissions. ]

Today, we are going to hear from a variety of witnesses repre-
senting various industries—agriculture, business, labor—and I am
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asking that you each limit your statement to 5 minutes. Now, we
will take your entire statement for the record, but I want some
chance for some interplay, for some questions of each of you by
members .of this Committee. And you are going to see quite a few
members by the time we get well underway here.

I would like to defer to Senator Packwood for any comments he
might want to make at this point.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON

Senator PAckwoop. Mr. Chairman, this comment is not directed
at the witnesses. I have read their testimony and I agree with
some; not with some. I think it is good testimony. But I want to
address my comments more at Canada. I get the sense from some
of the actions that the Canadians are taking that they are trying to
squeeze everything in they can before this agreement is finalized in
the hopes that somehow it will be ratified by confirmation of the
agreement by the House and the Senate.

I would simply say if Canada really wants this agreement—and I
think they do—there is a point beyond which they cannot push the
United States. I am assuming there is going to be a third of the
Congress opposed to the agreement in any event. And all you need
to do is add two, to four, to six Senators from a couple gtat&s in-
volving textiles, and two, to four, to six Senators from a couple of
States involving wheat, and two, to four, to six Senators from a
couple of States involving fish, then the agreement fails. And I
hope the actions that 1 find Canada taking in some of these areas
does not gradually push us beyond the point where we cannot
ratify this agreement.

The CHAIRMAN. Well let me further state in line with that that
we cannot violate the objectives of the agreement arrived at by the
negotiators. That is the understanding under which we proceed on
this. We have taken some additional time, and the administration
has agreed with us, in order that we can have this kind of a public
discussion and see what we can do to accommodate, to the extent
we can, some of these concerns. But within the framework of that
agreement and the objectives already set forth; we are pretty well
locked into that.

I would like to defer now to Senator Mitchell. Do you have any
comments you would like to make?

Senator MitcHELL. Mr. Chairman, I have no opening statement.

The CHAIRMAN. All right.

Senator MitcHELL. I look forward to the testimony of the wit-

nesses.
The CHAIRMAN. Thank you.
Senator Heinz? _

OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEiNz. Mr. Chairman, first, I just want to commend you
and Senator Packwood on the process that you followed on this Ca-
nadian Free Trade Agreement. I think you have done an extraordi-
narily fine job in maintaining the Senate and congressional initia-
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tive. And it is you who have insisted on the process that I think it
is and has proved to be an orderly one. It would not have happened
without you, Mr. Chairman.

I would only like to make two other additional quick comments.

Obviously, many of us have concerns about this agreement. I
have said on many occasions that I am concerned about the integri-
ty of the process by which it is going to be considered and I think
Senator Bentsen is working very hard on that.

I am concerned about the equity of the dispute settlement proc-
ess, something Senator Mitchell has brought up again and again,
and, importantly, the degree to which we can guarantee further
progress on the barriers—and there are a lot of them—that are
grandfathered. But I must say—and this is my third and conclud-
ing point—that since I made those comments, a new factor has en-
tered this equation, and that is the Canadian Government’s insist-
ence on going forward with a textile duty remission scheme that is,
to say the least, a violation of the spirit of the Canadian Free
Trade Agreement. Particularly upsetting in this case and others is
what can only be called the hypocracy of the Canadian Govern-
ment. While its representatives are using every occasion to remind
us of the standstill clause in the Agreement—and I might add, lob-
bying hard against provisions in the Trade Bill that they think
would violate that clause—their colleagues in Ottawa are going full
steam ahead with the imaginative devices beyond anything we
have ever contemplated

Textiles is one case; dairy is another, and there are still others.

To say that these cases may ultimately involve small amounts of
trade or are not technically violations of the Agreement, is to miss
the point entirely.

The purpose of the Agreement is to redefine our trade relations
with Canada in a more open and constructive way.

The recent Canadian actions suggest that in their minds very
little has changed; that the Agreement does not represent a new
era in our economic relationship, but just a different set of rules
for the same old game.

If that is the case, I suspect very few of us on the Committee are
going to be very excited about going forward with this Agreement.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Senator Wallop.

Senator WaLrLor. Mr. Chairman, I have no opening statement
other than again to add my thanks to those that have already been
expressed to you for the process which you have set up. I appreci-
ate it.

The CHAIRMAN. Thank you very much, Senator.

Mr. Jack Sheinkman is the president of the Amalgamated Cloth-
ing and Textile Workers Union, AFL-CIO, New York. Mr. Sheink-
man, would you proceed?
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STATEMENT OF JACK SHEINKMAN, PRESIDENT, AMALGAMATED
CLOTHING AND TEXTILE WORKERS UNION, AFL-CIO, NEW
YORK, NY, ACCOMPANIED BY ARTHUR GUNDERSHEIM, ASSIST-
ANT TO THE PRESIDENT, AMALGAMATED CLOTHING AND TEX-
TILE WORKERS, AFL-CIO, NEW YORK, NY

Mr. SHEINKMAN. Mr. Chairman, I want to thank you for the op-
portunity to appear here. I have a speaking engagement a little
later in the morning, and I have asked my assistant here, Mr.
Arthur Gundersheim, to answer any questions that any of the Sen-
ators may have. This is a long-standing commitment and I will be
leaving, unfortunately, prior to the time that the questions will
arise.

The CHAIRMAN. I must say that we run into some of those same
problems also. You go right ahead.

Mr. SHEINKMAN. Some years ago I read a book called “Candide,”
and in there is a character called ‘“Tongglus,” who says ‘“Every-
thing happens for the best.” And I wonder where we stand here.
And that is after he goes through a great deal of adversity.

I think both Senator Packwood and Senator Heinz have touched
on ﬁ sensitive aspect of the particular subject matter I want to deal
with.

We have entered into a bilateral agreement with Canada in
terms of its trade in textile and apparel, and we find that some 6
months before the standstill clause takes place, Canada has en-
tered into a duty remission arrangement, a duty remission ar-
rangement with several aspects.

One, if there is certain value added as a result of Canadian pro-
duction, those goods will come into the United States with a lower
tariff arrangement or no tariff at all; likewise, certain fabrics that
are not made outside of Canada will come into the United States
tax-free; and, third, certain imported garments will be coming in,
like mens’ shirts and ladies’ blouses. In effect, these garments and
these textiles will be robbing both Canadian and American workers
of their livelihood and will be circumventing, as Senator Heinz
said, the intent of this Agreement.

We now operate under great difficulty, as the House Oversight
Committee has indicated time and time again, with respect to the
Customs Service. How can Customs Service, given its limited
budget, and the problems that are already taking place in terms of
its attempting to monitor the various trade agreements we have
now, be able to handle the various ways fraud and circumvention
will take place.

For example, will it be able to monitor what percentage of the
content coming in from a Canadian apparel manufacturer was Ca-
nadian fabrics or foreign fabric, whether it met the standards set
forth in the Agreement? These are the problems that the Canadian
action does not answer and neither does the Agreement itself.

Moreover, I might point out that the administration has indicat-
ed that this is likewise a precedent of a similar agreement that we
might enter. into Mexico and could likely affect the general agree-
ment—the GATT agreement—which could affect the United States
in the long-term in this area.
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What I find a little hard to take is at a time we are coping with
a huge trade deficit, and by entering inte these kind of arrange-
ment what we are doing now is really adding to that deficit, rob-
bing American workers of their jobs, and at the same time not
meeting the basic problem that exists between Canada and the
United States.

I might point out that the members we represent in Canada,
some 30,000, have taken a similar position in opposition to this
Agreement, because what is happening is it will rob textile workers
of their jobs, while it may enable some of the apparel workers to
gain additional employment.

In the long run, this kind of an arrangement undermines the
intent of the so-called Canadian Free Trade Agreement by the vari-
ous loopholes that have already-been put into place, loopholes
which cannot be answered if the bill is to be passed in its present
form. And unless the Senate gets an answer to these questions, Mr.
Chairman I don’t know how in God’s name it is going to be able to
make certain that the provisions of the Agreement are going to be
carried out.

Thank you very much.

[’I;il}e ]prepared statement of Mr. Sheinkman appears in the ap-
pendix. -

The CHAIRMAN. Thank you, Mr. Sheinkman. Mr. Turnipseed,
who is the Manager of the International Trade Affairs of the Ethyl
Corporation, on behalf of the Office of the Chemical Industry Trad
Advisor. Would you proceed, sir? -

STATEMENT OF MAX TURNIPSEED, MANAGER, INTERNATIONAL
TRADE AFFAIRS, THE ETHYL CORPORATION, ON BEHALF OF
THE OFFICE OF THE CHEMICAL INDUSTRY TRADE ADVISOR,
WASHINGTON, DC

Mr. TurNIpsEep. Thank you, Mr. Chairman. I appreciate the op-
portunity to be here this morning on behalf of The Office of the
Chemical Industry Trade Advisor.

Our Trade Advisor is Mr. Dexter Baker. He was unable to be
here this morning, again, due to some conflict in his schedules and
I represent him.

OCITA is a coalition of four trade associations representing the
chemical and plastic industries: the Chemical Manufacturers Asso-
ciation, the Synthetic Organic Chemicals Manufacturers Associa-
tion, the Society of the Plastic Ind: scries, and the National Agri-
cultural Chemical Association. We appreciate the opportunity to be
here this morning.

OCITA is here to speak today in favor of the FTA. In February of
1986, before this Committee, we identified about nine priority items
that we felt were critical in United States-Canadian trade negotia-
tions under a bilateral context. And we have submitted that for the
record, and again today have submitted for the record, as you have
noted, our written comments identifdying those priorities. And we
feel that the FTA does adequately address each of those priorities.

There were not solutions worked out in all areas, but we find
that the unresolved issues should not prevent the Agreement from
being implemented.
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OCITA believes that the FTA will advance the interest of the
United States and benefit the U.S. chemical industry. Accordingly,
OCITA is pleased to give its unqualified support for the FTA and
ixrges that the Congress approve the necessary implementing legis-
ation.

Now a few comments on these nine priorities I have mentioned.

In the energy area, OCITA is pleased that it provides for unre-
stricted and secure energy market access, the elimination of two-
tier pricing and the prohibition of import and export taxes and
fees. We believe it will allow for a greater access to hydrocarbon
supplies and improved opportunities for consultation on industry
sector disputes that may arise.

On rules of origin, we believe that the rules affecting the chemi-
cal products in this agreement will substantially reduce the oppor-
tunities for third country imports to receive preferential duty
treatment, and that the rules that have been developed are fair
and effective.

On tariffs, assuming that the many nontariff barrier issues and
obligations under the FTA are met, OCITA finds the tariff elimina-
tions under Article 401 covering chemicals to be acceptable. We are
particularly pleased with the consultation provisions allowing for
the acceleration of tariff elimination, and we would urge that the
Congress put into the enabling legislation appropriate procedures
for those consultations. And such procedures, we believe, should re-
quire direct private sector initiative and allow only noncontrover-
sial items to be considered for accelerated tariff reduction and
elimination.

In the investment area, OCITA had urged that the elimination of
all investment restrictions be part of the FTA, but the FTA really
does not go that far. The threshold level for the review of direct
acquisitions above $50 million Canadian will still affect the majori-
ty of the potential investment opportunities in the chemicals area.

Notwithstanding that, the reductions of the existing restrictions
and the performance requirements will liberalize the investment
policies and enhance freer flow of capital. We hope that the imple-
menting legislation will encourage further negotiation in this area
to achieve this unrestricted and predictable investment climate
that we had sought in Canada.

In the safeguards area, the dispute resolution area, and the bina-
tional panel area, we feel that the rules developed are fair and
workable; however, some aspects of these provisions should not be
considered as a model for future bilateral trade agreements. We
have outlined some specific recommendations on these items in our
written statement and would urge those be considered in the imple-
menting legislation.

On the binational panel, particularly, which deals with the anti-
dumping and countervailing duty determinations, we find that that
is a creative solution to a very difficult problem area, but we,
again, urge that the Congress look at the implementing legislation
on the basis of how the private sector can be involved in that proc-
ess and that the panel must be picked on the basis of their exper-
tise and areas.

Finally, in the subsidies areas, the FTA contains no subsidies
provisions on subsidies other than to establish a working group.
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And we believe that the implementing legislation should give a
specific set of objectives and timetables for this working group and
others that may be established under the FTA to that they have
some direction for their work.

At this time, we would just again take the opportunity to support
the FTA, and we look forward to working with the Congress and
the administration on the implementation of this. We hope that
these working groups that are intended under the FTA will be ad-
dressed in the implementing legislation so that not just the subsi-
dies area but areas like intellectual property rights investment
that I have mentioned, and tariffs, can be handled by these work-
ing groups as intended in the FTA.

Thank you.

[The vrepared statement of Mr. Turnipseed appear: in the ap-
pendix.]

The CHAIRMAN. Thank you very much, Mr. Turnipseed. I think
that you will see in the first two witnesses and you will see it as we
continue on these hearings a wide divergence of opinion as to the
merits of this particular agreement. And that is what we want to
hear about. We want that kind of input so that the Senate, this
Committee, and the Congress can be better informed as they arrive
at the decision of whether or not to vote for the agreement.

Mr. Schwensen is the Executive Vice President of the National
Association of Wheat Growers. Please proceed.

STATEMENT OF CARL F. SCHWENSEN, EXECUTIVE VICE PRESI-
DENT, NATIONAL ASSOCIATION OF WHEAT GROWERS, WASH-
INGTON, DC

Mr. ScHweNseN. Thank you, Mr. Chairman. We appreciate the
opportunity to appear before your Committee this morning.

The National Association of Wheat Growers recognizes the im-
portance of United States-Canada trade; however, we do have some
serious concerns about several elements of the Free Trade Agree-
ment that has been brought back to the Congress.

Basically, we see no gains for grain growers frorn this agreement.
I might describe a little bit about the grain situation in Canada. In
Canada, wheat marketing is controlled by Government monopoly,
the Canadian Wheat Board. It is able to employ subsidized rail
rates in moving its grain to export positions. Its subsidized rail
rates are available within the Canadian marketing system to assist
the Wheat Board in moving its grain to export positions. A system
of import licensing is in effect which virtually has banned any op-
portunity for exports to move from the U.S. into Canada.

I might add that in that regard the market that we might have
access to under the Free Trade Agreement in Canada is about one-
tenth the size of the market that the Canadians will presumably be
able to enjoy here in t’:e United States.

Canadian exports historically have not been large, but they have
been increasing, and they now amount to about 400,000 tons.

The Agreement imposes a new condition on the use of Section 22,
Import Restraints. And I think as we distill our concerns, this be-
comes our central problem. Section 22 could not be employed under
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the terms of the Agreement unless there were a substantial change
in the support systems either in Canada or in the United States.

Problems are not predictable, but we are concerned that we may
not be able to find the type of relief that would be important to us
in the event there were to be a surge of imports into the United
States, perhaps not generated by a substantial change in support
programs.

To its credit, we want to say that the administration has been
very careful to listen to our concerns. We have had numerous
meetings with them, and we feel that they can make some progress
in addressing problems that we have pointed out to them.

We wish, however, that we would have had those same opportu-
nities before the negotiations were completed on the Agreement.
We think that our concerns might have been better addressed at
that time. And this causes us to think more about the entire fast-
track process, and agreements that presumably will be coming
back from world trade negotiations to be considered on an expedit-
ed basis. And it illustrates I think the importance of communica-
tion with the Congress, and access by interested organizations and
persons into the negotiations as they evolve.

For that reason, I think that we are somewhat concerned about a
disagreement being a prototype for the GATT negotiations because
we feel that there could be provisions evolved that are beyond our_
ability to influznce or to respond to. That concludes my comments,
Mr. Chairman.
ai ['Iihe prepared statement of Mr. Schwensen appears in the appen-

ix.

The CHArRMAN. All right. Thank you. Mr. Benjamin Cooper,

Senior Vice President, Printing Industries of America. Mr. Cooper.

STATEMENT OF BENJAMIN Y. COOPER, SENIOR VICE-PRESIDENT,
PRINTING INDUSTRIES OF AMERICA, INC., ARLINGTON, VA

Mr. Cooper. Thank you, Mr. Chairman, and members of the
Committee. I appreciate the opportunity to appear before you today
in support of the Free Trade Agreement between the United States
and Canada. '

The support of the U.S. printing industry for free trade with
Canada is not a new issue. We have been supporting free trade
with Canada for the past 20 years. It is no wonder that we support
such an agreement since over half of all U.S. exports in printing go
to Canada.

In 1987, the United States exported $750 million in printed prod-
ucts to Canada. It becomes even more obvious when one realizes
that the trade barriers imposed by Canada on printed products
defy description. The following is a capsule of the barriers we face.

In tariffs, the tariffs on printed products are the highest of all
Canadian tariffs, with the highest being a 28.6 percent tariff on
catalogs, followed by a 24.3 percent tariff on advertising products.

In postal rates, magazines and newspapers printed in the United
States but mailed in Canada pay postal rates up to six times the
rate paid by publications printed in Canada.
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In addition to these restrictions, U.S.-printed publicatjons con-
taining more than five percent of its advertising content directed
at a Canadian audience are prohibited from entry into Canada.

The United States maintains no restrictions even remotely simi-
lar to these barriers. We have no tariffs on catalogs. Our advertis-
ing tariff is 4.9 percent among our highest tarifts, and the only
nontariff barrier in the U.S. to printed products is a prohibition on
the import of lottery tickets printed outside the United States.

Essentially the U.S. printing industry has achieved free trade.
We are merely waiting for Canada to join us.

Clearly, the approval of the Free Trade Agreement is beneficial
to the U.S. printing industry. Under the Agreement, all tariffs
would be elimina in 5 years. By our estimates, approximately
$500 million in new business could be made available to U.S. print-
ers if these restrictive tariffs were eliminated.

In view of the fact that U.S. printers exported this $750 million
in 1987 to Canada, such an increase would be tremendous.

As pleased as we are with the overall achievements for the U.S.
printing industry with the Free Trade Agreement, we regret that
more progress was not made with regard to nontariff items. The
discriminatory postal rates and import prohibitions will continue
after the signing of the Agreement. Regrettably, the barriers to
trade are covered under that enormous umbrella known as “cultur-
al sovereignty.”

In the negotiations, Canada evidently accepted the U.S. printing
industry’s argument that printing is not a cultural industry, but
would not go so far as equating postage rates and advertising re-
strictions in printing. Instead, these apparently were viewed as
publisher issues.

It is true that publishers are affected by the restrictions, but the
prohibitions themselves primarily related to the place of printing.

Despite these restrictive tariff and nontariff barriers, the U.S,
printing industry has managed to maintain a favorable balance of
trade with Canada for a number of years.

As the material accompanying this testimony indicates, the fa-
vorable balance has been in the area of books and periodicals. It
should come as no surprise that these are also the area where
there are no tariffs. These are clearly major product areas for the
U.S. printing industry, but the key statistics review are the nega-
tive balances in catalog and the all-printing categories which is the
heart and soul of the U.S. printing industry.

Advertising printing represents 30 percent of the U.S. industry
and catalog printing represents 14 percent, compared to magazines,
at 17 percent, and books, at 5 percent. Yet, our exports in these
areas are limited.

We believe these limitations are due almost entirely to the exces-
sive Canadian tariffs on catalogs and advertising material.

As stated in the beginning of the testimony, the U.S. printing in-
dustry is strongly supportive of this A%reement. Our efforts to
achieve freer trade with Canada have included legislative attempts
to remove barriers or to raise ours to an equivalent level. Addition-
ally, in 1987, the Printing Industries of America drafted a Section
301 petition against Canada, specifically naming the trade barriers
listed in the earlier part of the testimony. We never filed that peti-
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tion, instead, preferring to work within the context of the Free
Trade Agreement.

If this Agreement is not approved, we will have to reconsider
whether to file that complaint. Regardless of the outcome of the
Agreement, we must also consider whether it will be necessary for
us to proceed with the 301 petition to attempt to have the other
barriers removed.

We would hope the Congress would seriously consider continuing
to work with Canadian officials to address, in particular, the postal
rate issue. Clearly, the U.S. Postal Service has problems with reve-
nue, and yet we do not punish foreign printers and publishers who
wish to mail in this country.

In conclusion, we urge your support and prompt ratification of
the Free Trade Agreement. The fact that we are unhappy with as-
pects of the Agreement is part of the give and take that goes into
any negotiations. We ask, too, that as you consider the outcome of
this matter, you look to industries such as printing. Industries such
as ours pay little attention to international trade. With few excep-
tions, our members know little about export. They only know that
they see Canadian printers competing for work that they have
been doing. They do not mind the competition; they are used to it.
However, they object when they have no opportunity to compete
for work in the country of the competitor.

Thank you very much.

[The prepared statement of Mr. Cooper appears in the appendix.]

The CHAIRMAN. Mr. Gundersheim, how do you pronounce your
name, sir?

Mr. GUNDERSHEIM. Gundersheim, sir.

The Chairman. Gundersheim. Thank you.

As I understand the Canadian duty remission on textiles, which
concerns all of us because it seems inconsistent with the spirit of
the Free Trade Agreement, the Canadian Government would in-
crease the incentives for exporting denim to Canada from the
United States and only the United States. Now why isn’t that
aspect of the program good for American producers?

Mr. GuNDERSHEIM. Well that part of the Agreement probably is
good for American producers, but I don’t see how that would affect
trade very much anyway because the majority of Canadian denim
now comes from the United States anyway. The United States is by
far the most efficient and highest quality denim producer in the
world. And, essentially, I don’t see in that single aspect that it
would make that much difference, quite frankly.

The CHAIRMAN. I notice I did not call on one witness. I apologize
to you, Mr. Cooperman. Mr. Cooperman is the Executive Director
o{‘ the?Independent Zinc Alloyers Association. Would you proceed,
please?

STATEMENT OF R.M. COOPERMAN, EXECUTIVE DIRECTOR,
INDEPENDENT ZINC ALLOYERS ASSOCIATION, WASHINGTON, DC

Mr. CooPERMAN. Thank you, Mr. Chairman and members of the
Committee. We appreciate the opportunity to appear before you
today.
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The FTA is a bilateral document between two strong allies. How-
ever, to our other allies and to the rest of the world, it can be
viewed as a unilateral action and a signal to developing countries
that the United States-Canada bloc can become largely self-suffi-
cient in natural resources, production, consumption and trade. The
FTA could be a step toward the economic isolation of a United
States-Canada. The case in point is the tariff section of the Agree-
ment.

As tariffs between the two nations dwindle, and trade between
our two countries intensify, the tariffs of the United States and
Canada will continue to stand against the rest of the world. U.S.
companies that rely upon foreign resources for raw materials, like
the alloys, will look only to Canada because of advantageous prices
as a result of fallen tariffs. Sources outside the FTA will be kept
out by our joint tariff walls.

Eighty-five percent of domestic producers’ zinc consumed in the
United States must be imported. Sixty percent of this comes from
Canada. As a result of the FTA, Canadian zinc producers may have
a double incentive to market zinc alloy in the United States and
displace our domestic zinc alloy industry.

As the 19 percent ad valorem duty on zinc alloy falls, they may
wish to take advantage of their substantially lower production cost
to compete with U.S. Independent Alloyers. Second, other foreign
supplies that produces zinc may not be able to compete in the
United States at the Canadian price, plus a duty the Canadian
companies will not need to pay.

There could be a shortage of imported-producer zinc for these
zinc alloys, and Canadian producers would have to supply zinc
alloy to the U.S. to make up any shortfall. In either event, U.S. In-
dependent Zinc Alloyers would lose their markets to Canadian
companies who then would have the benefit of the 19 percent duty
against the rest of the world.

The Economic Council of Canada, a Crown corporation, whose
members are appointed by the Prime Minister, has just published
the results of a study titled “Management Adjustment,’” policies for
trade-sensitive industries. It is intended as a guide for govern-
ments. A brief paragraph at the opening of the study states: “The
purpose of this study is not only to assess the amount of change
that has taken place, but also to examine the appropriate role for
governments in fostering adjustment and in moderating its more
painful side effects.”

The report also says: “Quota restraints provide both labor and
capital with time to adjust. To the extent that an import surge is
likely to cause serious injury, there is a rationale for giving indus-
try a breathing space in which to adjust.”

Consequently, the Canadian report says: ‘“We support the use of
quotas t?’ assist industries adversely affected by international com-
petition. ‘

Canada already has launched this policy. It has circumvented the
FTA by restricting exports from the United States of ice cream, ice
milk, yogurt, skim milk and buttermilk. In effect, Ottawa placed a

uota on certain dairy products to protect its domestic industry
rom any forthcoming U.S. competition. And we are all aware of
their recent actions on textiles. -
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The Prime Minister of Canada and his government advocate the
broadest possible free trade arrangement between our countries.
Nevertheless, the Economic Council of Canada, appointed by the
Prime Minister, publicly recommends the use of quotas to assist
Canada’s trade sensitive industries. And they have already used
them in anticipation of the results of the FTA.

Mr. Chairman and members of the Committee, I urge you to con-
sider in the enabling legislation corresponding measures to assist
U.S. import sensitive industries like the Independent Zinc Alloyers.

Thank you, Mr. Chairman.

{'I?d}}e ]prepared statement of Mr. Cooperman appears in the ap-
pendix.

The CHAIRMAN. Thank you, Mr. Cooperman.

Mr. Turnipseed, we have heard from a number of chemical com-
panies with deep concern about Canada’s lack of protection for in-
tellectual property rights and, in turn, about their subsidies for
their exports on chemicals. Is your advisory group satisfied on
those two points? And let me ask you, do you have the united sup-
port of the chemical companies for your point of view?

Mr. TurNIPSEED. Yes. Let me answer both your questions, Mr.
Chairman. First, on the intellectual property rights, we are com-
pletely united in that position. I did not dwell on the intellectual
property rights in my oral statement here. It is detailed in our
written statement. We are very concerned that the U.S. and Cana-
dian FTA did not specifically come up with a provision for intellec-
tual property rights other than dealing with it under the Uruguay
Round. And I would hope that there would be some sort of a com-
mitment that the U.S. could persuade Canada to come to as well to
further ne%otiate intellectual property rights on a bilateral basis
because we' are not satisfied that intellectual property rights will
be dealt with well enough and soon enough in the Uruguay Round.
So that is of major concern to us.

The CHAIRMAN. Well do you think you could make much head-
way in a bilateral negotiations if this Agreement has already been
put into effect? Do you think you have much leverage left?

Mr. TurNIPSEED. We think there is some leverage left, because
the laws of both countries, at least in the areas affecting chemicals,
are not that dissimilar, and many of our laws are almost identical.
So itk is not a matter of starting from an uncommon point, so to
speak.

They did make some headway in certain patent laws in the phar-
maceuticals area and the compulsory licensing area outside of the
F}fee Trade Agreement, and we do think there is a common ground
there.

On subsidies, we are, as I noted, unhappy that subsidies were not
dealt with. And that is the reason we would urge for these working
groups that are intended to try to work on the subsidy area to be
given some more direction so that they can come up with maybe a
workable definition of what is an actionable subsidy. And then if
one employs that actionable subsidy, what sort of remedy or com-
pensation the other party is due.

The CHAIRMAN. Thank you.
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Mr. Schwensen, the current law requires that the administration
on a trade agreement like this consult with industry to see how it
might affect them, what their concerns are. Did the administration
consult with your association?

Mr. ScHWENSEN. Not in any formal sense, Mr. Chairman.

The CHAIRMAN. What does that mean? Tell me.

Mr. ScHwENSEN. Well, no.

We do have representatives as part of the Technical and Policy
Advisory Committees which were established by the Agriculture
Department and the Office of the Special Trade Representative,
but otherwise, we have communicated during the course of the ne-
gotiations by letter with the Agriculture Secretary and the Special
Trade Representative indicating our concerns as the negotiations
began to make progress.

The CHAIRMAN. Well, did you think there was a satisfactory ex-
change of opinions and concerns?

Mr. SCHWENSEN. I don’t mean to say that we are totally dissatis-
fied. My concern is that while I think that we were carefully lis-
tened to, that our concerns, nevertheless, were not dealt with ade-
quately in the final negotiation. I think we did our job in trying to
indicate problem areas.

The CHAIRMAN. The problem we have, Mr. Schwensen, is that it
is a lot tougher after you progress this far to start changing the
Agreement. You don’t have that much wiggle room left. And trying
to stay within the objectives of what has been agreed to and still
try to make adjustments is not that easy. Thank you.

Mr. Cooper, actually you are a part of a chain of industries, are
you not, as I understand it: paper, ink, advertisers and writers, all
of whom have some problems with Canadian trade barriers?

Not taking all of those industries into account, you can lump
them together, do you think they are going to be better off or
worse off if this Agreement goes into effect in its present form?

Mr. Coorer. We are clearly better off.

The current situation is that we have virtually no tariffs, no bar-
riers at all. And we have been facing—and this has been the situa-
tion for a number of years—and we face substantial barriers in
Canada. So for us, the idea of eliminating tariffs in 5 years is going
to be 180 degrees different from the way it is now. There is no
question we are better off.

The CHAIRMAN. Cooperman, as I was listening to your testimo-
ny, it sounded to me like what you are really trying to do is get an
exemption for zinc alloy from the Canadian Agreement. If that is
what you are asking, we have got a whole list lined up that wants
that. How do you think we can do that?

Mr. CooPERMAN. Mr. Chairman, in our repeated meetings with
the US.T.R,, they indicated to us that if any exemptions were
granted to any industry they would talk to us along the same line.

The CHAIRMAN. What does that mean: They would talk to you
along the same line?

Mr. CoorPERMAN. They would talk to us about an exemption for
our industry.

The CHAIRMAN. They didn't say theg would give you one. They
said they would talk about it. Is that it?
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Mr. CooPERMAN. That is correct, sir. We are exempted from the
last GATT round, the so-called Tokyo GATT round. When the fish-
eries industries were taken out of the Agreement, we tried again to
open communications with the U.S.T.R. on the basis of their prom-
ise that they would get back and talk with us if there were any
other exemptions, and we have never been able to reopen dialogue
with them. .

The CHAIRMAN. Thank you very much. I see my time has ex-
pired. Senator Packwood.

Senator PaAckwoob. Mr. Gundersheim, as I look at the list of wit-
nesses across here, we have got chemicals and printing that say, on
balance, is all right. We have got some things we do not like, but,
on balance, it is all right. And-you have got zinc, and wheat, and
textile and apparel saying, well, on balance, we do not like it. How
should this Committee look at it, and the Congress? Should we say,
well, on balance, it is better than worse for the country, even
though it may hurt the textile and apparel industry? Or do we
almost go down industry by industry, and if it is not good for all of
them, we turn it down.

Mr. GUNDERSHEIM. It seems to me that, first of all, my obligation
is to speak for the workers I represent. In that sense, it is very
clear in terms of our presentation. And, in total, we think the
Agreement has more negative than positive aspects to that.

If you are asking me to the Agreement as a whole, quite frankly,
I think the precedence set in this Agreement on the antidumping
and the countervailing duty questions on some of the other issues
that could serve as a precedence for GATT, I think, on balance, it
probably would turn us against this Agreement in total.

Senator Packwood. In total?

Mr. GUNDERSHEIM. Yes.

Senator Packwoop. Mr. Schwensen, what do you think in re-
sponse to the same question? Where should we come down? Should
we have to make sure this Agreement favors every industry that is
concerned, or, on balance, do we just say there are 60 winners and
40 losers, and, on balance, it is better for the country?

Mr. ScaweNSEN. I think you have to look at the balance that it
achieves for the country, Senator. The concerns that we have had I
do not believe are going to be adequately dealt with. We see hypo-
thetical problems. We are not certain that we are going to suffer
future damage. We just feel that there is the potential for our in-
dustry to experience some heavy imports from Canada which were
going to disrupt our prices and also disrupt our domestic marketing
program. .

Senator Packwoop. What do you think, Mr. Cooperman?

Mr. CooPERMAN. Mr. Packwood, I believe that, on balance, we
have now put ourselves in a position of instead of relying upon an
equitable swap resources and production between the two coun-
tries, we are creating a possibility of isolating ourselves from the
rest of the world when the duties go into effect, and other countries
cannot sell to us the materials we must have because they are the
disadvantaged in terms of the falling duties between the United
States and Canada.
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I think the natural resources aspect of this Agreement are not in
the best interest of the United States and not in the best interest of
Canada either. ,

Senator PaAckwoob. If we were to conclude that the natural re-
sources part of this Agreement does not benefit Canada or the
United States—although I suppose from a Canadian standpoint
that is their judgment to maﬁe—but the rest of the Agreement
does, which way should we go?

Mr. CoorErRMAN. I would have to be parochial, Senator and say
go against it.

Senator PaAckwoob. All right.

Mlx(‘1 CoorerMAN. Natural resources are too much of a part of this
world.

Senator Packwoob. That is a fair answer. I understand who you
are representing. And is it fair enough to say that we will have to
make a decision based on a broader basis than that?

Mr. CoorPERMAN. Yes, sir.

Senator PAckwoob. Now, Mr. Schwensen, let me ask you a ques-
tion because you referred to it once in your testimony and then
again just now. You talked about, I think, 25 million people in
Canada and 250 million people here, and they will have access to
this tremendous market, and all the American wheat people will
have is access to the Canadian market. Assuming that you knock
down all the barriers, do I paraphrase roughly what you said?

Mr. ScCHWENSEN. Yes. And assuming that subsidy systems be-
tween the two countries at some point become equalized—that is
another term of the Agreement—so that there is no automatic
access when the Agreement goes into place, there are still condi-
tions that have to be met before U.S. producers or manufacturers
would have the opportunity to sell in Canada.

Senator PAckwoobp. Now assuming that those hurdles are over-
come, do you have any fear about opening up a U.S. market 10
times as big as the Canadian market to Canadian production? And,
Lord knows, they are good wheat producers; they have good land.
Whereas, we would only have access to a market of 25 million.
Does that bother you? Assuming all other things being fair.

Mr. ScHWENSEN. Yes. I think that is fundamental to our con-
cerns. The dislocations could likely be regional rather than nation-
al. It would depend upon the extent of which political decisions in
Canada were made to export sizable quantities of wheat to the
United States.

Senator PAckwoob. I am not talking about export subsidies. I am
asking just from the standpoint of our market and their market.
Assuming you reach a place where there are no export subsidies
and no growing subsidies—because the same question could be
asked of any industry; Canada gets access to 250 million people; we
get access to 25 million people—how is the U.S. wheat industry
going to accommodate to that, or any other U.S. industry when
suddenly you can be faced with a glut of legitimately produced un-
subsidized wheat or any other product that has not been allowed in
here on an unrestricted basis before?

Mr. ScHWENSEN. Well that is our concern, Senator, is how do we
deal with that if that were to occur? We have a different market-
ing system than the Canadians have. They have essentially a gov-
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erninent monopoly. We have boards of trade. We have a different
grading system than they have. So I think it is going to be very,
very difficult to see the two grain economies integrated to any
workable degree.

Senator PAckwoob. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Senator Mitchell.

Senator MitcHELL. Thank you, Mr. Chairman. Mr. Cooper, I was
very much interested in your statement in which you identified
three barriers that your industry currently faces. And you de-
scribed, in addition to tariffs, postal rates, and you said that maga-
zines and newspapers printed in the United States but mailed in
Canada have postal rates up to six times the rate paid by publica-
tions printed in Canada.

Mr. CoopPER. Yes, sir, that is correct.

Senator MITcHELL. So that if something is printed in this country
but mailed in Canada, the Canadians require the rate to be paid
higher than a comparable product printed in Canada?

Mr. CoorER. That is correct. Essentially, they have three rate
structures for publications. A domestically-owned, domestically-
printed rate; a foreign-owned domestically printed rate; and a for-
eign-owned foreign-printed rate. And the foreign-owned foreign-
printed rate is the one that is roughly six times greater than the
domestic-owned, domestic printed rate.

Senator MiTcHELL. And are these discriminatory postal rates af-
fected by the Free Trade Agreement?

Mr. Coorer. No, they are not. As a word of explanation, in the
initial announcement of the Free Trade Agreement, it was an-
nounced that discriminatory postal rates wculd be removed. There
was some negotiation still going on at that time, unfortunately.
And that negotiation centered on a phrase of ‘‘substantial circula-
tion publications.”

Canada has subsequently agreed that they would allow those dis-
criminatory rates to be removed for “substantial circulation publi-
cations.” We then got to talking about what is substantial. We
thought perhaps a thousand would be substantial. We were off by
99,000. They thought 100,000 should be substantial, which would
have exempted three titles in Canada.

Senator MrtrcHELL. Now there is no comparable provision under
American law?

Mr. CoopPERr. No, sir.

Senator MITcHELL. So this is plainly a discriminatory practice
aimed at publications printed outside of Canada?

Mr. CoopPEgR. Clearly.

Senator MiTCHELL. And with respect to the third category,
import restrictions, you state that U.S. printed publications con-
taining more than 5 percent of its advertising content directed at a
Canadian audience may not be brought into Canada.

Mr. CoopPgr. That is correct.
hSen?ator MirrcHELL. Is it flat prohibition against it being shifted in
there?

Mr. Cooper. That is correct.

Senator MrTcHELL. And there is no comparable provision in the
United States?

Mr. CooPEeR. No, there is not.
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Senator MITCHEIL. And is this restriction affected by the Free
Trade Agreement?

Mr. CoopPEeR. No, it is not.

Senator MiTtcHELL. Have you asked the American representa-
tives, or the Canadian representatives, how can these obviously dis-
criminatory practices, which are the very opposite of free trade, be
justified in the context of a Free Trade Agreement?

Mr. Coorer. We asked the question repeatedly. I must say from
the standpoint of U.S. negotiators that those were, particularly the
postal rate issue, priority objectives that were not achieved. As I
mentioned in my testimony, we drafted a 301 petition dealing with
those two subjects. And depending on how the final shape of the
Agreement—I am assuming these items will not be contained in
the final Agreement—we may yet have to file that petition to get
relief on those two items.

Senator MITCHELL. Are you aware of the Canadian law which
provides that expenditures made by Canadian companies advertis-
ing in the United States, even though directed at Canadian citi-
zens——

Mr. CooPER. Yes.

Senator MITCHELL. ——may not be deductible for tax purposes.

Mr. CooreRr. Yes, we are.

Senator MiTcHELL. Well I would like to ask you to submit to me
and the Committee in writing any suggestions you have with re-
spect to implementing legislation which we might attempt to deal
with this. These seem clearly incongruous—in my judgment, an-
other example of where our negotiators failed to achieve anything
that proved difficult with respect to Canadians. The best example,
of course, is the Canadian success in permitting subsidies to be un-
affected by this Agreement, which causes serious problems for sev-
eral American industries, particularly some in my State. That is
unrelated to you. And I would like to have you submit in writing
any suggestions you have for implementing legislation which we
might be able to deal with this. I don’t know whether we can be-
cause, of course, the legislation cannot directly contradict the
Agreement.

Mr. CooprER. Senator Mitchell, if I may, if I understand the Cana-
dian postal rate structure properly, they regard the differential in
postal rates as a subsidy to domestic printers and publishers. In
other words, if postal rates were equalized under Canadian postal
rate circumstances, what would happen is the Canadian postal
rates would rise to the level charged U.S. printers and publishers.

Senator MrTcHELL. All right.

Mr. CoorEr. Rather than the other way around.

Senator MrTCHELL. So it is a subsidy issue.

Mr. CoorkR. I think they regard it as a subsidy issue. We regard
it as a postal rate issue.

Senator MrTcHELL. My time is up. So could I ask just a couple of
uestions and ask that the answers be submitted in writing, Mr.
hairman?

The CHAIRMAN. Sure.

Senator MrrcHELL. Mr. Gundersheim, I would like to ask you to

submit a similar response. I understand you oppose the agreement,
but give us some specific suggestions for improving it.
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And, finally, I would like to ask each witness to comment, in
writing, to the Committee on the extent to which you felt you were
consulted meaningfully during the course of the negotiations, and
whether, in light of your experience, you continue to favor the fast-
track mechanism which does not permit amendments to agree-
ments of this type. I am personally troubled by that. I think some
other members are. That we get ourselves in a situation where the
premise on which we proceed on a fast-track is that there will be
meaningful prior consultation. In fact, it is not meaningful where
it occurs at all, and then we are left with an up or down vote on
something we cannot change. And I would like to get your indus-
try's experiences and your comment on the fast-track mechanism
as a result of those experiences.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator. Senator Baucus. -

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator Baucus. Thank you, Mr. Chairman.

Gentlemen, 1 think we all understand that countries will do
what they can to protect their industries and their economic liveli-
hood. Our country has tended to utilized tariffs and quotas as a
way to protect certain industries historically, but Canada has
tended to now follow that route but rather subsidize their indus-
tries.

In fact, the OECD studies this matter and has concluded that the
United States expends about one-half of 1 percent in 1980 in subsi-
dizing this industry; whereas, Canada has spent that same year for
which we have figures 2.5 percent of its Federal budget subsidizing
its industries, a ratio of 5 to 1 to which Canada’s Federal budget
subsidizes its industries more than does the U.S. budget.

At the same time, this Agreement tends to be a tariff reduction
agreement. It is not a subsidy reduction agreement. So when you
add it all together, the bottom line is that this agreement tends to
favor those industries that Canada Subsidize very much at the ex-
pense of our industries, and as you have pointed out to some
degree, Mr. Cooper, tends to favor those American industries of
which have relied only upon tariffs. That is, Canada reduces its
tariff, as it has to some printing industries, that helps the Ameri-
can, those industries in America.

And a good example of this is wheat. The administration, howev-
er, sometimes says that we Americans subsidize our wheat industry
more than do the Canadians subsidize theirs. I have heard that
statement.

I would like to ask you, Mr. Schwensen, whether you agree with
that. And if you do not agree with that statement, could you give
us an example of where your judgment anyway the Canadians sub-
sidize wheat more than do we Americans subsidize wheat.

Mr. ScHWENSEN. Well, clearly, Senator, subsidies exist in both
systems. The systems are different. So our subsidy mechanism is
very visible. Our programs are operated in full public view. The
extent is assistance to farmers and other agricultural industries.
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Senator Baucus. Would you give some examples though where
Canada does, in effect, subsidize, some examples that are not gener-
ally well known?

Mr. ScHWENSEN. Well, the most prominent one from our vantage
point is the Western Canadian Grain Rail rates which amount to a
subsidy on the movement of grain of 50 cents per bushel, which is
very significant, particularly in view of the fact that we have seen
some very sizeable increases in our rail rates here in the United
States just this year.

Additional subsidies are—there are subsidies to crop insurance in
Canada as there are subsidies to crop insurance here in the United
States. Implicit in operation of the Canadian Wheat Board, we be-
lieve are subsidies because the contract prices are not disclosed.
The trading does not take place in a public forum. So we think that
there is a very strongly implied subsidy just through the nature of
their marketing system.

Senator Baucus. Does the American satisfied CRT program also
tend to reduce American subsidies in wheat production?

Mr. ScuweNSEN. Oh, absolutely.

Senator Baucus. Could you explain that a little more fully,
please?

Mr. SCHWENSEN. Well, as a requirement for qualifying for Feder-
al farm program benefits, growers of grain and other commodities
in the United States have been required to lay out a certain per-
centage of their production base. This has had the effect of reduc-
ing the amount of subsidies to them directly. Also, it increases
the—well, it reduces individually the subsidies to them. It can
stand to increase their individual production cost. But it conveys a
benefit not just to U.S. producers but to Canadian producers and
producers worldwide. And as much as we have taken an independ-
ent adjustment action, it has not been mirrored by any other com-
petitor. _

Senator Baucus. I would like to follow up a little bit on an excel-
lent question Senator Mitchell asked, that is, the degree to which
you recommend the fast-track process be changed because you were
not adequately consulted. I would give that to anyone who feels
that his industry was not adequately consulted and who might
have some suggestions as to how we might change the law here.
Anyone. Yes.

Mr. GUNDERSHEIM. Senator, I would suggest one thing, that con-
sultations and dialogue are two very different concepts. There was
never any question, at least on the textile industry, on our part, of
being able to reach the chief negotiator and discuss the issues with
him. The issue was listening, accepting our recommendations, or at
least some discussion of the substance of the recommendation. And,
3uite frankly, in the end several aspects of the Agreement that

ealt with textiles came as a complete surprise in terms of the
magnitudes.

For example, the differential between Canada and the United
States in terms of the reduced duty and duty-free portions of the
Agreement in the 5 to 1 ratio came as a total surprise to everybody
on this side.

Senator Baucus. Thank you.

The CHAIRMAN. Senator Daschle.
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OPENING STATEMENT OF HON. TOM DASCHLE, A U.S. SENATOR
FROM SOUTH DAKOTA

Senator DascHLE. Thank you, Mr. Chairman.

I would like to follow up a little bit on Senator Baucus’ question.
My concern is really a definitional one, to begin with, and that is
the real concept of a free trade agreement. In Max’s testimony I
think there was a question relating to tariff reduction and subsidy
reduction. Can we really have a free trade agreement by dealing
with tariff reduction and not subsidy reduction? I think there is
the best case to be made in trying to answer that question when
related to agriculture.

Senator Baucus had asked you, Mr. Schwensen, a question relat-
ing to Canadian subsidy, and especially as it relates to agriculture.
The producer’s subsidy equivalent calculation has determined that
Canadian subsidy is set at a lower rate than U.S. subsidy overall.

First of all, I would ask how the wheat growers specifically chal-
lenge that conclusion? Second, I would like you to address if you
could the notion that if indeed that is the case, and we give up
more subsidization with regard to agricultural products than they
do, and we do not address transportation subsidy or the other kinds
of subsidies that exist outside of agriculture, do we not then leave
ourselves in an even more vulnerable position? If you could address
both questions. First, the calculation itself; second, the vulnerabil-
ity as a result of divorcing that question from transportation subsi-
dy itself.

Mr. SCHWENSEN. Yes, Senator Daschle.

I am not expert on the calculation of the producer’s subsidy
equivalent. I do think that the administration to its credit after the
negotiations were concluded did work very closely with the Canadi-
ans and came up in the appendix of the agreements with the meth-
odologies for determining TSEs. It is not a perfect measurement,
however. And you are indeed right. It is my understanding that the
finding was that the American wheat producers subsidize to a
greater extent than the Canadian wheat producer under that calcu-
lation. The calculation, however, does not at all as I know it. I deal
with such factors as currently relationships and the like. That is
probably one of the more outstanding defects in that approach.

As I followed the negotiations, we were told that exceptions, such
as rail subsidies, which we had recommended that our government
make progress on, our government found that the negotiations did
not lend themselves to progress in that area. And it was decided
that issues such as rail subsidies would be rolled into the GATT ne-
gotiations and dealt with in that context.

Senator DascHLF. Let me just ask you a follow up question, and
then I would like to ask the group, or anyone, to respond.

Let’s assume, getting back to the second part of my two-part
question, that we do eliminate agricultural subsidies on both sides.
We still then contend with what you describe as a §0-cent per
bushel transportation subsidy that is not affected by this agree-
ment. What would be the impact on American wheat sales if that
transportation subsidy was maintained over, let’s say, a 2- or 3-year
time frame? :
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Mr. SCHWENSEN. I think it could be rather significant because
our rates are going up while the Canadian rates remain stable.
Therefore, there is a clear competitive advantage in terms of the
expor};l market and an advantage in exporting to the United States
as well.

Senator DascHLE. In dealing with competition, could you just de-
scribe for the Committee how narrow sometimes a competitive edge
can be for a large market sale? Isn't it true that in some cases it is
a matter of a few pennies per bushel?

Mr. SCHWENSEN. Certainly it is. And transportation has a lot to
do with the final contract that is concluded. And since there are
advantages by where you locate the grain for sale, there can be
benefits very directly derived from rail subsidies.

Senator DascHLE. We have no subsidy in transportation in this
country. Is that not correct?

Mr. ScuweNseN. That is correct, Senator.

Senator DascHLE. Could I, for the record, then, Mr. Chairman,
ask the group if they could just respond to my initial question. In
the view of these organizations, is it possible to have what we
would term “free trade” generically with tariff reduction with no
regard for subsidy reduction? I would be interested in your an-
swers.

Thank you, Mr. Chairman.

The CHAIRMAN. That's fine. We will do that for the record.
Thank you, Senator. Senator Roth.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR.,, A US,
SENATOR FROM DELAWARE

Senator RotH. Thank you, Mr. Chairman.

Mr. Turnipseed, in your testimony you have some dissatisfaction
with respect to intellectual property. On this issue you state that
you think it is important that there be a U.S. commitment, a nego-
tiated substantive intellectual property agreement with Canada in
future bilateral negotiations. Like you, I think intellectual rights
are extraordinarily important in this technological revolution. And
I am concerned not only with what the problems may be in
Canada, but elsewhere as well.

One of my questions to you is why do you think the intellectual
property situation with Canada is not adequate? What is peculiar
about Canads that we should not go full speed ahead in the multi-
lateral negotiations? In other words, I think there are other coun-
tries where the problem is very important as well. Would you ex-
plain your position?

Mr. TurNIPSEED. Senator Roth, let me clarify that. We did not
mean to say that we felt that the situation was necessarily differ-
ent in Canada as in other parts of the world. We would encourage
multilateral, in fact, very strongly support multilateral approach to
intellectual property. But I think what we were trying to say is
that we had looked to the Canadian FTA, the Free Trade Agree-
ment negotiations, as maybe setting a precedent or a model that
could be built upon in the multilateral context, and, therefore, that
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is why we were quite disappointed. And we still feel that if there
can be some commitment made to go on with some future negotia-
tion with Canada in intellectual property it still may set the stage
for a better multilateral context.

Senator RotH. But you would urge that we proceed very aggres-
sively in the GATT negotiations as well.

Mr. TURNIPSEED. Yes, sir, I sure would.

Senator RotH. Could you explain a little better for us what the
probiem in respect to Canada is? Now have they taken care of the
situation on mandatory licensing in the area of pharmaceuticals?

Mr. TurNipseep. With respect to the compulsory licensing on
pharmaceuticals, they have. Not in the context of the Free Trade
Agreement, but under a separate patent law. I believe 22 was their
law number for that.

Senator RotH. There are other agreements. I mean, their basic
patent law is compatible with the United States?

Mr. TurNIPSEED. Very compatible. Most of our laws are very
compatible.

Senator RotH. Now how about in the area of copyright?

Mr. TurnN1PsEED. Copyrights. I am not really competent to speak
in that area. I would be happy to submit something for the record.
It is my understand that they are not comparable.

Senator RorH. Mr. Chairman, I would request that Mr. Turnip-
seed does provide that for the record. I would also appreciate any
written comments on the need of a bilateral reservation.

Mr. TurnNipsgeD. All right, sir.

Senator RoTH. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Matsunaga.

OPENING STATEMENT OF HON. SPARK M. MATSUNAGA, A US.
SENATOR FROM HAWAII

Senator MATSUNAGA. Thank you, Mr. Chairman.

Well, having so many of the members of the panel ask questions
ahead of you, of course, leaves you with very few questions to ask
which have not already been asked. But, generally speaking, I take
it that all of you here are opposed to the Congress’ approval of the
FTA between the United States and Canada. Do I get you correct-
ly? No? I see you are shaking your head, Mr. Cooper.

Mr. CoorkRr. I think we have a three to two vote here.

(Laughter)

Mr. CoopER. Two for; three against.

Senator MATSUNAGA. Mr. Cooperman?

Mr. CoorERMAN. We would be opposed, Senator Matsunaga.

Senator MATSUNAGA. And Mr. Schwensen?

Mr. ScHweNSEN. We are hoping that we do not have to oppose
the Agreement. We hope that in the implementing legislation and
in further discussions with the administration that our concerns
can be dealt with, if not in whole, at least in part.

Senator MATSUNAGA. So that you are hopeful that the imple-
megting legislation will take care of the problems which you now
see?
Mr. SCHWENSEN. Yes, sir.
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Senator MATSUNAGA. And as you know, under the fast-track
trade procedure the administration is expected to submit its legis-
lative proposal about June 1st. And do you feel that you are in a
position to deal with the administration to the extent that they
may z‘l?lter their present general proposals to meet your require-
ments?

Mr. ScHweNSeN. No, Senator, I don’t believe we are in that posi-
tion at all. And that is not the way I understand the fast-track to
operate. But we do hope that we are in a position with the adminis-
tration that we can work with them in finding some details in the
implementing legislation that could not provide protection that we
seek but to give us some assurance that in the future that we will
be able to use some trade devices to protect us against a surge in
exports from Canada.

nator MATSUNAGA. Mr. Turnipseed?

Mr. T'UurNipSEeED. The chemical industry does support the Free
Trade Agreement, Senator. However, we do urge that this imple-
menting legislation does take an opportunity to set up some objec-
tives for this working group on subsidies that has been identified in
the Agreement. Other areas that have been noted in the Agree-
ment that they intend to have ongoing negotiations, they have not
stipulated within the Agreement that a similar working group and
a set of guidelines like they did for subsidies. They have no provi-
sions like 1907 of the Agreement.

So we believe that it is possible for the Congress to put that sort
of language in the enabling legislation so that at least some ongo-
ing negotiations can take place in those areas where we think
progress can continue to be made.

Senator MATSUNAGA. What about the binational panel which is
expected to be set up? Don’t you feel that that binational panel
whose decisions will even go beyond whatever the court decisions
have been, don’t you feel that such a binational panel will be able
to take care of the problems that you have?

Mr. TurNIPSEED. No, sir, I do not. The binational panel is more
set up to handle only the antidumping and countervailing duty ter-
minations.

Senator MATSUNAGA. So your problems go beyond that.

Mr. TURNIPSEED. Yes, sir.

Senator MATSUNAGA. Mr. Gundersheim?

Mr. GunpersHEIM. Unfortunately, I don’t see any way the imple-
menting legislation or any potential changes in the negotiations
can modify, one, what has been negotiated in terms of the textile
apparel area, and, second, see any significant change in the Cana-
dian Government’s duty remission scheme that gives a very clear
competitive advantage to the Canadian side.

Senator MATSUNAGA. Well thank you all. Generally, I have been
a free trader, but what Canada has done to export sugar to the
United States has caused me some concern about how Canada has
been operating. And I can understand your problems because as
several of you may know, we have a quota on sugar imports, and
Canada mixes sugar with wheat and other products to the United
States. And, of course, hopefully, this Agreement will take care of
that problem because I serve on this Committee. (Laughter)

Well I see my time is up. Thank you, gentlemen, for your views.
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The CHAIRMAN. Thank you, Senator. Senator Riegle.

OPENING STATEMENT OF HON. DONALD W-RIEGLE, JR., A U.S.
SENATOR FROM MICHIGAN

Senator RIEGLE. Thank you, Mr. Chairman.

I want to raise the issue of the zinc alloy industry problem be-
cause that is certainly one area that is seriously impacted by the
Free Trade Agreement.

According to Marvin Fink, who is an alloyer who recently testi-
fied before the Ways and Means Committee, in his view as one wit-
ness, our domestic industry is really threatened with extinction by
the provisions as they stand today.

Now zinc alloying is not one of the giant industries of our nation,
but is certainly by any standard a Vital industry. And especially if
we want to stay in the manufacturing game globally and in the
high technology manufacturing area, it is very important to us I
think from a strategic point of view. We are down to 26 alloyers in
10 States. Those States are well represented on this Committee. In
Michigan, we have four remaining; in New York, five; Pennsylva-
nia, two; Colorado and Kansas each have one. But the total elimi-
nation of all the tariffs on zinc alloy I think genuinely threatens to
put most of these companies out of business within a 4-year period
of time. And although the industry is in the 10-year tariff phase
out, Canada will, by its own admission, begin to export zinc alloy
into the U.S. to avail itself to the U.S. market and the protection it
affords them from foreign producers of zinc alloy.

During the negotiations on the Agreement I made suggestions to
mitigate the damage to the industry once it became clear that an
exemption from the tariff elimination was not being considered by
our negotiators.

I w((l)uld ask that the rest of my statement be made a part of the
record.

Mr. Cooperman, why do the independent zinc alloyers believe
that the Canadian zinc producers want to take over the U.S.
market?

Mr. CoorERMAN. Senator Riegle, once the duties begin to fall
below a certain level, the Canadian zinc producers, which are
really world-sized companies—easily, 100 times larger than any al-
loyer—can at a Very low cost produce zinc alloy, sell into the
United States well below our price. That could begin really in the
fourth year of the phase down of the tariff.

Senator RiegLE. Under the Free Trade Agreement, duties on zinc
alloy are phased out over a 10-year period of time. Tell me exactly
why 10 years, in your view, is not enough to adjust to the elimina-
tion to duty.

Mr. CoorErMAN. For one thing, the alloyers are bankers to their
customers, the die casters. They have to carry a great deal of in-
ventory. Once our bankers become aware of the fact that we are
going to be phased out of the business and challenged severely by
very large Canadian companies, we will lose our ability to borrow.
We will stop all research and development work. We will not im-
prove our production capabilities. We won’t have the capital to do
it. And it becomes a matter of losing our ability to finance both
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continuing operations and certainly any expansion or improvement
of our processes.

Senator RIEGLE. The provision in the FTA which allows for sus-
pension of duty reductions if imports from Canada are a substan-
tial cause of serious injury—and that would allow a maximum of
three years—how helpful would that provision be to the industry
as you would see it?

Mr. CoorERMAN. Mr. Riegle, if it extended the 10 years to 13
years I think that would be helpful at the front end in the sense of
instead of being out of business in four years, we would be out of
business in seven years. So to that extent, it would be helpful.

Senator RIEGLE. Let me ask you one other thing. When you de-
scribed the role that zinc alloy plays in our domestic economy,
what are the most critical uses and applications that the country
really ought to think about if we have got an industry that, in
effect, may be shut down by this Agreement?

Mr. CoorERMAN. The automotive industry relies very heavily on
zinc die castings for integral parts of their motor operations. By the
same token, you cannot have tanks in our military programs, and
you cannot have command and staff cars. You cannot have automo-
tive equipment in the Army or in civilian life without zinc and
without zinc die casting. That is probably the most critical use.

There are some alloyers who have been developing technology to
provide materials for our aerospace and aircraft industry. There is
one particularly on the West Coast. This represents investment of
profits which, as I have indicated to you, will again begin to disap-
pear. And that kind of advancement, that kind of high technology,
will be lost to the American industry. We will not have zinc
moving into the aerospace and aircraft industry as it has begun to.

Senator RIEGLE. The thing that disturbs me when I think about
our longer-term economic future, with the trade deficit that we
now have—about $170 billion last year—and the need to continue
to maintain the high technology manufacturing capability in this
country, in the automobile industry, in the aerospace industry, and
so forth, if we don’t retain these capacities internally to control the
process, to be able to invest in research and development to up-
grade our capability, if we continue to move all of these things off
shore I really think that we reach a point where our own economic
security is put into jeopardy.

It seems to me that the zinc alloy industry is one example that
fits that concern.

Mr. CoorErMAN. We would agree with you, Senator. We are
doing damage to our industrial base voluntarily. And while the
FTA has a great role to play in our world, this kind of damage I
think is beyond the pale of a Free Trade Agreement.

Senator RiEGLE. Well I appreciate your comments. Thank you,
Mr. Chairman.

The CHAIRMAN. Thank you very much, Senator. Are there other
Senators who would like to ask any further questions?

Senator Baucus. Mr. Chairman.

The CHAIRMAN. Senator Baucus.

Senator Baucus. If I could just briefly. The score here is 3 to 2; 3

ainst, 2 in favor, as I understand it. Let me ask each of the three
who are now opposed: In your judgment, can implementing lan-
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guage be drafted in such a way to accommodate by and large your
concerns? First, the clothing workers.

Mr. GUNDERSHEIM. I don’t believe so, Senator. One is, the United
States right now does not have any duty remission scheme nor any
provision for such as far as I know. And several elements of the
Agreement that strongly favor and give advantages to Canada I
don't think can be rectified by implementing legislation.

Senator Baucus. All right.

Mr. Schwensen?

Mr. ScHweENSEN. We hope that it can, Senator Baucus. It will
take cooperation from the administration I think to achieve that.

Ser‘x?ator Baucus. But at this point you are opposed to the Agree-
ment?

Mr. ScHwENSEN. We don’t want to state our position, but at this
point we see no gains in it. And we could not encourage support of
the Agreement, no.

Senator Baucus. So it is 2-2-1.

(Laughter)

Senator Baucus. Is it 3-2 or 2-2-1? See, we do not have a choice
here, either yes or no, as it now stands, when implementing lan-
guage comes up. And we hope that we will be able to encourage the
administration to send up implementing language that will meet
most of the legitimate concerns that various industries have.

Let me ask the question this way. If there is no implementing
language at all addressing your concerns—zero, none—would you
support or not support the Agreement as it now stands?

Mr. ScHWENSEN. We would oppose the Agreement.

Senator Baucus. You would oppose it. So you need implementing
language to address some of your concerns.

Mr. SCHWENSEN. Yes, sir.

Senator Baucus. And do you think reasonably that that lan-
guag% can be drafted in a way to substantially address your con-
cerns?

Mr. ScHWENSEN. We believe that it can. That is our endeavor
anyway.

nator Baucus. All right.

Mr. ScCHWENSEN. And we do not believe that 100 percent of our
concerns can be taken care of through that approach, but we think
that some good progress can be made. :

Senator Baucus. Mr. Cooperman? :

Mr. CoorERMAN. We have tried, Senator Baucus. Because they
have been so rigid about the tariff negotiations, we don’t see very
much hope for implementing language that would be useful to us.

Senator BAucus. So you do not think that the implementing lan-
guage can address your industry’s concerns?

Mr. CoorErMAN. If it is possible, we would be interested in it.
But we have tried, counsel in our office have tried. We have been
in communication with offices both on the Senate side and the
House side, and we don’t see it forthcoming, sir.

Senator Baucus. All right. Thank you. Thank you, Mr. Chair-
man.

The CHAIRMAN. Senator Baucus, as you watch these witnesses we
- have in the time that we have alloted, you are going to find that
majority float back and forth. We are going to try to get all sides of
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this argument covered so the Senate and this Committee can be
better informed as we decide what to do on this Agreement.

I defer to Senator Packwood.

Senator Packwoob. I thought, Mr. Chairman, this is an especial-
ly good panel this morning, and it exactly illustrates the problem
we face about some good, some bad, within the scope of the Agree-
ment. Mr. Gundersheim was honest. He doesn’t think even within
the scope of the Agreement we can fix it. And I think Mr. Schwen-
sen thinks within the scope of the Agreement it could be fixed, but
he is not optimistic that it will be. And these are the kinds of bal-
ances we are going to try to face. But it has been a very good cross
section of a panel.

The CHAIRMAN. And as Senator Baucus says, unfortunately, we
cannot say I am 65 percent for this and push that button. We
either vote it up or down. Yes, Senator Matsunaga.

Senator MATSUNAGA. Mr. Chairman, the word we get is that the
Canadians are very much opposed. They split about 50/50 as I un-
derstand it.

Now have you any word as to where your Canadian associates,
those whom you associate with, stand on the FTA?

Mr. CooPER. Senator Matsunaga, I can say unequivocally our Ca-
nadian counterpart, regrettably, also members of our association,
are strongly opposed to the Agreement.

Senator MATSUNAGA. | see.

Mr. Coorgr. Our gains are their losses.

Senator MATSUNAGA. And to the extent that they may be able to
defeat it in Canada, the Canadian Parliament?

Mr. CoorEr. 1 think I would be fairly stating their objectives
would be to defeat the Agreement.

Senator MATSUNAGA. Oh. Mr. Cooperman?

Mr. CooPERMAN. We have no counterpart, Senator Matsunaga, in
Canada.

Senator MATSUNAGA. No counterpart. You have a counterpart
sitting to your right there, Mr. Cooperman. Mr. Schwensen?

Mr. ScCHWENSEN. As I understand it, the Canadian wheat produc-
ers support the Free Trade Agreement. Our losses are their gains.

Senator MATSUNAGA. I see. Mr. Turnipseed?

Mr. TurNipseep. The Canadian Chemical Producers Association
do support the Agreement. And we have worked fairly closely with
them on areas where we could come to some mutual common un-
derstanding.

Senator MATSUNAGA. I see.

Mr. GUNDERSHEIM. Senator, obviously our labor colleagues in
Canada are very strongly opposed and probably more than ours.
But what I think makes it more interesting is the industry position
which, strangely enough, also seems to be opposed, the tough part
is that they feel that it is a short trip.

The CHAIRMAN. Gentlemen, thank you very much. It has been
most helpful to us. We will now stand in recess.

[Whereupon, at 11:28 a.m., the hearing was recessed, to recon-
vene on Wednesday, April 13, 1988 at 10 a.m.]
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OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN, A
U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. A very welcome good morning to our guests
an(tii our witnesses. I would ask that the hearing room come to
order.

This is the third of a series of five hearings on the United States-
Canada Free Trade Agreement, a measure which we look upon as
historic in its implications for these two great neighbors. An exam-
ple to the world is our relations as neighbors, and we hope shortly
to be an example in our relations as trading partners and members
of a vast single democratic free trade area.

We have two panels this morning and before they appear we will
hear from our very good friend the distinguished Senator from
New Mexico.

_But first, the Senator from Oregon. Mr. Packwood, good morning,
sir.

Senator PAckwoob. Mr. Chairman, good morning. I made all the
opening comments that I had to make yesterday. I can make them
again, but they are the same comments.

Senator ‘MoyYNIHAN. We will include them in the record as if
read. (Laughter) .

Senator PAckwoob. I am ready to hear the Senator.

Senator MOYNIHAN. Senator, good morning. We welcome you.

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

Senator DoMENIcI. Good morning.
' 29)
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Mr. Chairman, Senator Packwood, I have some prepared re-
marks that I spent a bit of time on. They are far too lengthy for me
to present here, and I wouldn’t want to do that. Since I have the
greatest confidence in this committee and its staff, I would ask that
my general and specific observations with reference to this treaty
be made a part of the record, Mr. Chairman.

Senator MoyNiHAN. Without objection.

Senator DoMENICI. Mr. Chairman, I am going to speak a little bit
about oil and gas. I don’t want this committee to think that the
Senator from New Mexico is unaware of the tremendous signifi-
cance of this treaty.

Frankly, as the negotiations proceeded over the many months, I
was privileged to at least be advised from time to time as to the
progress, and I must admit that this is a rather historic set of un-
derstandings.

When you consider its ramifications for the United States, this
hemisphere, and that this agreement might be the format for addi-
tional bilateral trade agreements, which might indeed be the new
order of the day for the next three or four decades, I hope that it is
understood that I consider this a significant achievement.

Second while the administration is very proud of that aspect
which we might call the “energy security shield,” it is an extreme-
ly significant event in America’s growing energy dependence. If
this agreement is implemented, in the event of a crisis, which
would cause a shortfall of significant proportions, the shield aspects
would come into play. The Canadians would have to continue to
sell in the same proportions, with no price disparity between what
they sell to Canadians and Americans. I think that is very signifi-
cant, and if it were the only part of this agreement, it would be a
worthwhile agreement.

On the other hand, I do believe that it is fair to say, when it
came to the energy and oil and gas section of this negotiation, that
the Canadians got the best of us. I don’t care to categorize what
they themselves have said about whether they got the best of us or
not, other than to say that their head negotiator has been heard to
say that, with reference to this particular part of the agreement,
thl(?' did indeed get the best of us.

ow, that may be their impression, and there may be some in
the United States that think we got the best of the energy negotia-
tions in this agreement.

I want to talk about just two things:

First, this agreement has a series of whereas’s, which I might say
to the Chairman and to you, Senator Packwood, are magnificent
whereas’s in the energy section, which, when you finish reading all
of the language—it is supposed to result in, a level playing field. As
my good friend from Arizona, the distinguished Congressman
Udall, quoted his law professor cautioning: “Be sure that the wher-
eas’s match up with the therefore be it resolveds.” The problem, as
I see it, is that the whereas’s are all very neat and nice and all
move towards what is called a level playing field: But then when
you look to the therefore be it resolveds, I would strongly urge that
the Committee look very carefully to see if the resolved clause
which says we are going to have a level playing field, really is the
case.
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Frankly, I don’t believe it is the case. It is amazing that we are
here, with a very dedicated and I think a very farsighted Commit-
tee, still not having before it a detailed analysis by anyone from
either country that has authentically evaluated the incentives on
both sides of the border, and that would in fact determine whether
or not we are moving toward or indeed have a level playing field.
There is no such evaluation of Canadian incentives for the produc-
tion of oil and gas vis-a-vis the American producer.

I understand the Department of Energy is in the process of com-
pleting one. I understand that the distinguished Chairman of the
full committee might even have been briefed orally by the Depart-
ment of Energy on what that report might look like, though they
are not through yet.

They have some very ingenious incentives, in particular for those
who are independents producers. And I remind the Committee that
a substantial portion of America’s finds and America’s drilling ac-
tivity is done, has been done, and I assume will always be done by
the independent producers.

Today I just want to say that I have introduced a bill to call to
your attention the disparities. It has a very long title, but I hope as
you move through consideration of this—it will have many more
cosponsors. In a nutshell it is: Use the Canadian Free Trade Agree-
ment to level the playing field, and it proceeds to itemize the kinds
of incentives that we might consider in order to make the playing
field level, one of which was to get rid of and repeal the Windfall
Profits Tax. I note that that might occur by virtue of the Omnibus
Trade Act, but it was one of those disparities. If they don’t have
one, we shouldn’t have one for starters.

Now I would like to suggest that you take a very good look at the
total evaluation of the incentives and remember one thing: Even
the Department of Energy has ignored——and I say this particularly
to my good friend Senator Packwood—the significance of the alter-
native minimum tax, which is part of Tax Reform, and a very sig-
nificant part. That has been ignored in the evaluation as it might
apply to the independent oil and gas producers in this country.

I am not recommending anything to you other than, if you
ignore it, you do put a completely different context and flavor on
the level playing field as it pertains to the independent producers.

The Canadians have promised a number of times to give us all of
their incentives, those that are national and those that are provin-
cial. Maybe you all have seen such a document that says it is the
entire list; I have not. I don’t think we have any. I think you
should insist on that from someone in an official manner before
you proceed with reference to this section.

I believe we are going to go down in production, they are going to
go up, especially on the independent production side and I believe
it is grossly unfair to do that when we have a very depressed oil
and gas industry, especially the independents of the United States.

Second, there is another aspect of oil and gas law that has to do
with rules and regulations; principally the way the Federal Energy
Regulatory Commission conducts business, in its regulatox;y capac-
ity. I just want to give you one example, then I am open for ques-
" tions; but most importantly, I can get out of the way so you can
hear from the rest of these witnesses.
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Under FERC there is a very important provision called the “as-
billed” provision or regulation. That was done at my request; at
least I called it to FERC’s attention. What it clearly tried to do was
to inhibit the Canadians from leaving out of the billing price of
natural gas that was coming from Canada to the United States
some of the costs that go into the process, so that they could
produce for the various regulatory commissions in the United
States a lower cost of natural gas than the real cost. And thus it
became known a ‘“‘the as-billed regulatory process.”

We have it, in effect. And on this one, I must say, we called it to
the administration’s attention when the negotiations occurred. We
received communications from them saying that indeed they did
not give up on the “as-billed regulatory scheme” to inhibit an
unfair billing price of natural gas by the Canadians.

Our administration, in responding to us, says that they kept it. I
would call your attention to the Canadians’ analysis of the Free
Trade Agreement. It is called “Trade Securing Canada’s Future—
The Canada-United States Free Trade Agreement.” It is dated Oc-
tober 12, 1987. And I would just read from page 142, just one sen-
tence, because it seems to me that we have one version of FERC
256. The administration says they preserved it in this negotiation,
so we would have the equity of billing and not use billing gimickry
to get into the regulatory commissions with a lower price than we
have, and they win if they come in lower. I read as follows:

“If discrimination inconsistent with this agreement results from
a regulatory decision, direct consultation can be held with a view
to ending any discriminatory action, such as the decisions earlier
this year by the Federal Regulatory Commission prohibiting Cana-
dian suppliers of natural gas from passing all of their shipment
costs on to their customers. "’ I believe that is exactly inconsistent
with FERC Rule 256, which is tremendously i.nportant to the natu-
ra}l1 gas suppliers, in particular in my State, the State of Texas, and
others.

I think they are saying here that they have a different under-
standing than the administration, with reference to the “as-billed,”
which we thought would remain as we were interpreting it. I think
they are saying it is negotiable.

I urge that, as you look at this and its final implementation lan-
guage, that you attempt to clarify situations such as this.

And in closing, I call to your attention that for those who say
this is a very historic agreement, I agree. For those who say it
might indeed be a model for this hemisphere and for the future, I
agree. However, I therefore draw a slightly different conclusion.
Since it is all those things, we ought to make it the very best we
can get. We ought to make sure that in areas as important as the
continued development of oil and gas in a rational and reasonable
manner in the United States, that we have not set some precedents
in this historic agreement that we will be sorry about and that will
set the model for comparable agreements in the future.

I ask that my entire testimony be made a part of the record. And
again, thank you very much for permitting me to share a few
thoughts with you regarding oil and gas, and again call to your at-
tention that the level playing field implementation language might
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very well be of somg interest to this Committee in terms of the in-
centives we might consider to make the field more level. -

Thank you very much, Mr. Chairman, and members of the Com-
mittee.

Senator Domenici’s prepared statement appear in the appendix.)

nator MoYNIHAN. We thank you, Senator Domenici. You know

the great regard with which you are held by this Committee and

any legislation introduced by you, in association with Mr. Boren,

Mr. Nichols, Mr. Johnston, Mr. Wallop, Mr. Breaux, Mr. Simpson,

Mr. Bingaman, and Mr. McClure, that tells us that this is a matter
in which we ought to be engaged, and we will be.

I would like to give our Committee members an opportunity to
comment on your remarks, in the order that they have appeared.

Senator Packwood?

Senator DoMENICI. I just want to say to Senator Packwood, if you
favor cold slurry, you ought to let me go, because I may be the crit-
ical vote on whether we get cold slurry out of the Energy Commit-
tee. (Laughter)

But other than that, I would be delighted.

Senator PAckwoobn. Well, I may have a couple of hours of ques-
tions.

Senator DoMENICI. I will send my proxy, in that event.

Senator Packwoob. I did want to ask you one generic question,
when you talk about a level playing field, windfall profits and then
in your statement you have got Royalty Holidays in Canada—we
don’t have them here. You have got expenses versus deduction of
geological expenses. -

On a level playing field, let us take the Windfall Profits Tax. Are
%)u saying that in order to have a level playing field, if we pass a

indfall Profits Tax, Canada has to pass one? Are they to sort of
come along and do what we do in order to keep the field level?

Senator DomEeNici. Oh, no.

What I am saying, Mr. Chairman, is that the intention of this
agreement as expressed in the whereas clauses is that we are going
to have a level playing field. And for starters I am saying that, if I
were in your shoes, I would read that.

Then I would ask: “Well, we have had great negotiators; but do
we have anything close to a level playing field?”’ They have said
that. And I am trying to suggest that, with the derth of informa-
tion and a few comments that we have heard from them about this
section, the oil and gas section, that they are very excited about it.
They seem to think they got a very good deal. I would like some
ob{sctive evaluation as to how close to level the field is.

e have the prerogative, if it is not level, if there is substantial
incentives going in that favor them, we have the prerogative of
using the Canadian Free Trade Agreement enabling legislation to
attempt to make it level.

Senator PAckwoob. I just want to make sure that I understand.
Did you not say, no, that it needs to be made level necessarily at
their expense if the reason it is unlevel is because of laws we
choose to put on the books, affecting our own industry?

Senator DoMENiIc1. No. I am suggesting, however, that if they
don't have a Windfall Profits Tax, and we think we are trying to
get a level playing field, we and you as a Committee have a respon-
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sibility to look at Windfall Profits Tax and say, “Should we have
it?” since it is significant and could be in the course of the next 10
years or so, could have a significant unleveling affect. And I believe
that for Canadian free trade reasons or otherwise, is being found to
be a very negative law by the U.S. Congress, and we will probably
do away with it. :

But there may be others that we ought to look at now and fix.
And frankly, if we don’t, there may be some who will not support
the Free Trade Agreement because, indeed, the playing field is not
level, and we are not ready to make it level.

Senator PAckwoob. A last question then, Pete. I don’t know the
specifics of the Canadian taxation of the Canadian energy industry,
so my question may be wrong; but generally, since we passed tax
reform, our corporate and individual rates are lower than
Canada—generally. If that also would be true for the energy indus-
try, would that argue that we would have to raise our rate in order
to make the field level?

Senator DoMmEeNICI. No, it doesn’t, Senator Packwood. And I
would urge that even with the information that I have been able to
obtain, I don’t think you ought to be terribly worried about us
having any significant advantage because of your marvelous Tax
Reform Bill.

I think any analysis of the entire picture of Royalty Holidays, bo-
nuses that were given to independents to go out to drill—we don’t
know the status of all of those. Some are provincial, some are na-
tional. I don’t think anybody would come here and say we've got
the better of the deal. I think most people are going to be here
speculating that we probably have a worse deal for ours, and I am
just suggesting that you ought to know how much worse it is and
then try to do something about making it level, unless you want to
conclude that the disparity in production should continue on indefi-
nitely in favor of the Canadians because, after all, we have got a
nice shield.

But don’t forget, to the extent that we become dependent, when
we have supplies, we will run around moaning about the trade im-
balance, and it may soon be 40-50 percent from energy—that trade
imbalance that we are talking about.

Senator Packwoob. Thank you, Mr. Chairman.

Senator MoyNI1HAN. Do I take it, Senator Domenici, that you are
settled in your view that we should not raise taxes on the oil and
gas indust%(‘.;

Senator DoMeNiIcl. I am. (Laughter)

I am absolutely settled on that view. As a matter of fact, I be-
lieve we ought to look at doing some things to relieve some of
them, in particular the independents.

Senator MoyNIHAN. We thank you, sir.

Now, before you leave, is there any other member that wishes to
comment?

Senator BAucus. One quick question, if I might, Mr. Chairman.

Senator MoyNIHAN. Yes, of course.

Senator Baucus. I apologize that I was late.

As I understand it, Senator, you testified on oil and gas primari-
ly and to the eneriy industry generall‘y. What effect does this
agreement have on the uranium industry?



35

Senator DomEeNicl. We have had that debate on the floor, and
thanks to you I might say, and many others, we attempted to pro-
vide a 12-year moratorium on the implementation of a provision in
this agreement, at least as I read it, that vitiates the 1965 Protec-
tive Law with reference to American uranium. But if this agree-
ment is passed without any implementation language with refer-
ence to uranium, then it is my assessment today that we have
wiped out the national law here which provides and mandates a
viable uranium industry.

Senator WALLOP. Mr. Chairman, could I just have a moment?

Senator MoyYNIHAN. Of course. Senator Wallop.

Senator WALLOP. Is it your view that in some way or another the
passage of this treaty would cement the relative tax positions of
the two countries?

Senator DoMmENIcI. No, it is not.

Senator WaLLor. So what you are essentially saying—I don’t
want to put words in your mouth—is that the passage of the Free
Trade Agreement is not dependent upon the passage of these other
tax alleviations and tax treatment that would be recommended?

Because as I read it, essentially for the oil and gas industry there
is no inhibition to import from Canada at this moment.

Senator DoMENicI. That is correct.

Senator WaLLopP. So, our problem is really sort of outside the
Free Trade Agreement; it is nurturing and caring for a domestic
energy industry, which we ought. to be doing as a matter of policy,
anyway, and would be permitted to do with or without this agree-
ment. Is that right? .

Senator DoMENICI. I think that is essentially correct; however, it
seems to me that in the course of events, for a country like ours
and a country like Canada, you can walk along from year to year
with a significant tax incentive disparity between the two nations
and a rather free-flow of the product.

But when you come along with an agreement as significant as
this, which clearly is calculated to put the two countries very close
together in terms of protecting each other on energy it seems to me
that in the course of events that provides a rare opportunity to say,
“If we are going to do that, why should we not take advantage of
the situation to create as level of an incentive field as possible?”’ It
is not going to have every “i” dotted and every “t” crossed, because
we have different systems. But clearly they are very gifted in
Canada, in my opinion, in terms of figuring out indirect kinds of
subsidies and incentives. And then, they have a Federal and a Pro-
videncial level of incentives and subsidized arrangements.

- I frankly cannot conclude, from everything I have seen today,

that the whereas’s about the level playing field are the reality. If

f)v:ldonl’t do something to change, we will be in a field thiat will not
evel. -

Senator WarLLor. We will, but not particularly because of the
Free Trade Agreement, but because of a field that is not level
today as we enter into it. But we would be permitted—would we
not?—to address those things in the course of time.

I am a cosponsor with you of this bill, and I would like to see it
done in advance. But my view of things, given the hudget, given
the election year, given a number of things, is that we will be more
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thanb%lday or two getting to all of the things that are contained in
our bill.

But I think we would be within our rights as a nation to pass
those subsequent to, or with or without the Free Trade Agreement.
We ought to, I think.

Senator DoMENICI. Let me say to my friend from Wyoming, I
have done my best, along with a few other assignments that I have,
to stick my nose in your business. But I am no expert you all are
tha experts on this agreement.

But I think there are some privileges that are going to flow to
the Nation of Canada as a result of this Trade Agreement that
they do not now have in many areas and, conversely, to us. And
there are some in the oil and gas and energy field that they do not
now have that we are going to give, aside and apart from the shield
that we agree on as a contingent event that might occur and might
not occur.

So I don’t want to give you an absolute answer that nothing is
changing; I think some things are.

Let me just repeat FERC Rule 256 may indeed have been
changed. We think it wasn’t; they think maybe it has. That is very
significant. i

Senator WaLLopr. That I agree with.

Senator DoMEeNICI. And there may be others.

Senator WarLop. That I agree with, but. that is something I think
we could do, make that understanding.

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

Senator MoyNiHAN. We thank you, Senator.

Senator Wallop, did you wish to make an opening statement?

Senator WaLLor. Mr. Chairman, no. I have made more than
enough comments on this already.

Senator MoYNIHAN. Senator Rockefeller, would you wish to make
an opening statement?
hSenafor RoCkeFELLER. Yes, Mr. Chairman, and I thank you for
that.

Senator MoYNIHAN. You are very welcome, sir.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER 1V, A U.S.
SENATOR FROM WEST VIRGINIA

Senator RoCKEFELLER. Coal and gas are fundamental to the econ-
omy of my State of West Virginia, and, Mr. Chairman, my decision
with respect to the Free Trade Agreement is going to be influenced
ver{ strongly by the eifect of the Free Trade Agreement on gas and
coal.

Secretary Baker and USTR Ambassador Yeutter testified before
this Committee not iong ago, and I raised a number of questions
with them at that time about the effect of the Agreement on coal
and gas. I followed that up by submitting a number of questions to
the administration. I have not yet received an answer.

To be frank, I am concerned about subsidies to the Canadian
electric utilities that let them produce electricity at costs that are
lower than we face here with American utilities. I am worried that
Canadian utilities, which have the status of Crown Corporations
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may have an unfair advantage because of that particular relation-
ship to their government.

I a troubled that a less rigorous system of environmental regula-
tions in Canada works to the detriment of some of our utilities, and
I am also bothered that Canadian oil companies may be receiving
tax advantages that make it more difficult for our coal companies
to compete.

Finally, the regulatory system for gas in this country treats im-
ported Canadian gas better than domestically produced gas. That is
a situation which I do not think ought to be allowed to stand.

Mr. Chairman, I am of an open mind, but I must say that my
feelings are rather strong with respect to the coal industry and the
gas industry. I am watching closely how the Free Trade Agreement
will affect those industries in my State of West Virginia.

Senator MoyNIHAN. Sir, may I ask, would it be your wish that
the Committee staff prepare a special report on the energy sector
and with respect to those specific issues that you have raised so
very vigorously, when Ambassador Yeutter was before us in the
first of these hearings?

Senator RockerFeLLER. That would be very helpful, Mr. Chair-
man.

Senator MoyYNIHAN. Well, you speak with great authority in mat-
ters of coal and gas; I mean, you are the exemplar on our Commit-
tee. And if that is your wish, we shall see that it is done and we
appreciate very much your concern. We would like you to take
over the task of seeing that it is done right.

Senator RoCKEFELLER. Thank you, Mr. Chairman.

Senator MoyNIHAN. We appreciate that.

With respect to opening statements, Senator Durenberger.

OPENING STATEMENT OF HON. DAVID DURENBERGER, A U.S.
SENATGR FROM MINNESOTA

Senator DURENBERGER. Mr. Chairman, on the issue of energy, I
would suggest that the interdependence of our two countries ocught
to be quite obvious to us.

I come from a State that is very, very dependent on our neighbor
to the north for the degree with which my State can be energy in-
dependent. And, when national energy policies in the United
States, as in the early '70s and the late '70s, got the whole country
in trouble, the whole country did not suffer as much as those of us
frolm northern agricultural States did from failures of that energy
policy.

Obviously at that time the Canadians took some advantage of us -
and in part that advantage has been addressed—not to everyone's
satisfaction, but it has been addressed—during the course of these
negotiations.

I just hope that my colleagues who are trying to preserve a con-
stituent interest in domestic production remember this is one coun-
try, one continent, and that part of what we are doing here in this
Free Trade Agreement is trying to demonstrate to the world that
these two nations can move in the direction of a fair Free Trade
Agreement. In some very substantial areas, we are interdependent
nations. '
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I just hope we all keep that in mind as we walk through these
various sectors of the agreement.

Senator MoyNIHAN. I would like to associate myself with that
sentiment.

Senator Chafee?

Senator CHAFEE. Mr. Chairman, I don't have a statement. I just
want to say that I am delighted we are into these hearings. I con-
sider this Agreement one of the most exciting undertakings that
has come through the Congress, since I have been here, anyway. 1
think it bodes well for the world if the United States and Canada
can ratify this Agreement.

I am supportive of it. Obviously, I want to hear the testimony of-
the witnesses that come along; but I want to commerd everybody
that had a hand in this, particularly the adrainistration, Prime
Minister Mulroney, and others. I think it sets a tremendous stand-
ard for the world that we, these two nations with the largest trade
flow in the world, are embarking on this. I think it speaks well for
our administration, for this Nation, and for Canada.

Senator MoYNIHAN. I could not more agree

Senator Baucus?

Senator Baucus. No opening statement, thank you.

Senator MoYNIHAN. Senator Daschle?

Senator DAsSCHLE. Senator, I have no statement to make.

Senator MoyNIHAN. Thank you, gentlemen.

At the request of Senator Bentsen, we are going to reverse the
order of our panels this morning

So we will first hear from the second panel. That will be Mr.
Robert Hiney, the Executive Vice President of the New York
Power Authority, and Mr. Thomas Altmeyer, who is Senior Vice
President of the National Coal Association.

As is our practice, we will proceed in the order that the wit-
nesses are listed.

Mr. Hiney, good morning, and we welcome you.

STATEMENT OF ROBERT A. HINEY, EXECUTIVE VICE PRESIDENT
OF MARKETING AND DEVELOPMENT, NEW YORK POWER AU-
THORITY, NEW YORK, NY

Mr. HiNEY. Good morning. Thank you, Mr. Chairman.

Mr. Chairman and members of the Committee, my name is
Robert Hiney. I am Executive Vice President for Marketing and
Development for the New York Power Authority. My responsibil-
ities include planning for future electricity supplies, negotiating
contracts with other utilities both domestic and Canadian. That is
vart of my job.

I appreciate this opportunity to discuss a matter the Power Au-
thority considers most iniportant to electricity consumers in New
York State and in the rest of the country.

Our Power Authority is the largest nonfederal public power
agency in the United States. We provide about a third of New
York’s electricity. Our customers include basic industries, govern-
ment agencies, including New York City and its mass transit
system, publicly-owned and investor-owned utilities which deliver
our power and its savings to consumers throughout the State.
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We also provide low-cost hydropower to seven neighboring States
under Federal requirements.

Our mandate is to provide the cheapest power possible. This is
both a statutory and a practical mandate. We have no franchise
area. The Power Authority is a fully competitive utility. We must
market our electricity at competitive prices.

The Power Authority operates two large hydroelectric projects,
two nuclear plants, a pumped-storage hydro plant, a gas-and-oil
fired plant, and several small hydro facilities.

In addition, we operate approximately 1,400 miles, circuit miles,
of transmission. In 1987 we produced nearly 36 billion kilowatt
hours of electricity. We purchased and distributed another 8.4 bil-
lion kilowatt hours from Canadian sources.

We have a longstanding relationship with Canadian utilities. At
both our major hydroprojects on the Niagara and St. Lawrence
Rivers we share water resources and coordinate operations to
ensure optimum use of the available water.

We have purchased surplus energy from Ontario Hydro since the
mid-sixties. In 1978 we began buying 800 megawatts of firm power
from Hydro-Quebec. This power is available from April through Oc-
tober, a period of peak need in New York but of lesser use in
Canada.

We also began buying larger quantities of surplus nonfirm
energy from Quebec on an as-available basis, and we buy this only
when it is cheaper than the energy from New York State sources.

In January of this year we signed a Memorandum of Under-
standing with Hydro-Quebec for the purchase of 1,000 megawatts of
firn‘xi year-round power, power that can be counted on for capacity
needs.

Since 1978, New York consumers have saved more than $600 mil-
lion as a result of the Hydro-Quebec purchases. But these pur-
chases are still only a small fraction of New York's electric needs.

Last year only 11 percent of our electric energy came from
Canada, and most of this was non-firm surplus power. This surplus
allowed us to save money in New York by reducing the operation
of our more expensive plants.

Well, how does this relate ‘to the potential effect of the Free
Trade Agreement on consumers and industries in the U.S.?

At the Power Authority we feel any effect of the agreement will
be positive, and we support its implementation.

As we understand it, the Free Trade Agreement does not materi-
ally change the status quo regarding electricity trade. Historically,
electricity has flowed across the border, bound by economic consid-
erations and not by artificial barriers Since this trade has operated
on a market-driven basis, the Free Trade Agreement provides addi-
tional safeguards in the area of price, regulatory actions, taxes, and
other potentially discriminatory treatment.

The large-scale hydropower resources now being developed in
Canada enjoy a significant cost advantage over other large-scale
generating options. That fact is clear. This advantage is the essence
of the cost disparity between power generated by U.S. domestic
utilities and that which is generated in Canada—and this is true
with or without the Free Trade Agreement. We are dealing with
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very large hydroelectric resources which are 1nherently economic.
Hydro-Quebec in Canada has them, and we don’t in New York.

It makes good sense from an environmental standpoint to maxi-
mize our. use of economical hydro resources wherever they are lo-
cated before turning to fossil fuels. This helps conserve the world’s
non-renewable energy reserves.

In the Northeast the Canadian hydropower will principally dis-
place imported oil and natural gas-fired generation

And in New York State about half of the generating capacity is
oil-dependent.

So even with a helpful assist from Canadian energy, last year we
had to rely on oil and natural gas for 38 percent of our State’s elec-
tricity production.

We believe imported Canadian power especially under the terms
of this agreement, is a positive development for American industry
and for American consumers, not just in New York and in the
Northeast but also in markets across the country that are accessi-
ble to Canadian exports.

We all agree on the importance of enhancing the competitiveness
of American industry. The price of energy in general is of key im-
portance in the competitive pricing of U.S. products, and the cost of
electricity is especially crucial since it is increasingly becoming the
energy source of choice in powering our industrial and commercial
sectors.

Avoiding barriers to free United States-Canada trade in electrici-
ty will have positive effects in enhancing the United States’ com-
petitiveness by helping control electricity prices, lessening oil de-
1[))endence, and strengthening friendly relations between two neigh-

ors.

[The prepared statement of Mr. Hiney appears in the appendix.]

Senator MoyNIHAN. We thank you, Mr. Hiney. Mr. Altmeyer.

STATEMENT OF THOMAS ALTMEYER, SENIOR VICE PRESIDENT,
GOVERNMENTAL AFFAIRS, NATIONAL COAL ASSOCIATION,
WASHINGTON, DC

Mr. ALTMEYER. Mr. Chairman, the National Coal Association
supports the concepts of free trade embodied in the Free Trade
Agreement. National Coal is concerned, however, that adverse con-
sequences to the U.S. coal industry may result from an increase in
electricity imports and from a dimunition of our ability to compete
with Canadian coal producers. Both could result in lower coal pro-
duction in the United States than would otherwise be expected.

A further significant question exists on the authority and the
ability of the Canadian Federal Government to fulfill its commit-
ments where conflicts exist with the provinces.

NCA recommends that the Committee evaluate the concerns
raised by these issues in formulation of implementing or compan-
ion legislation.

The U.S. coal industry is in a unique position with respect to
trade with Canada. Canada is the single largest foreign customer
for our coal, importing an average of 15 to 16 million ton annually.
However, the potential exists that the coal industry could lose do-
mestic markets as a result of an increase of electricity imports.
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Since 1970, the United States has experienced a six-fold increase
in electricity imports. In 1987, approximately 47 billion kilowatt
hours were imported. Electricity imports are projected to continue
g> 1{1905§ase to a net peak of approximately 63 billion kilowatt hours

y .

This increase is occurring for two reasons:

In Canada, utilities have cost advantages available by virtue of
their status as Crown Corporations, and because of the type of gen-
erating capacity available. They are being actively encouraged to
increase exports by their government.

Canada recognizes the opportunii’:ghto their utilities and their
economy from the export of power. The excerpts on pages 6 and 7
of my statement quoting Marcus Massey, Energy, Mines and Re-
sources Minister in Canada, in remarks to the Board of the Canadi-
an Electrical Association this past Fall clearly reflect the Canadian
focus on power exports as a major economic stimuli with the poten-
tial to reap enormous rewards for Canada and its industries.

The second reason imports are increasing is U.S. public policy
and regulatory practices which discourage domestic utilities from
building facilities necessary to meet their own electricity require-
ments.

The Free Trade Agreement did not address the identification and
elimination of subsidies affecting free and fair trade however, Arti-
cle 1907 would establish a working group to seek to develop more
effective rules and disciplines concerning the use of government
subsidies and to seek to develop a subsidy system of rules for deal-
ing with unfair pricing and government subsidization.

Language directing the working group within a time certain to
assess, identify and quantify subsidies available to either United
States or Canadian utilities and to recommend ways to offset ad-
vantages that these subsidies might afford in electricity trade
should be included in the implementing legislation.

On the domestic side, Congress must look at U.S. laws and regu-
lations that put the U.S. electric utility industry at a competitive
disadvantage with Canada.

With respect to coal production, structural and policy differences
between differences between our two countries result in the United
States and Canadian coal industries competing on unequal terms.
Canadian mining companies are permitted to deduct all explora-
tion and development expenses and a depletion allowance of 25
percent. A variable investment tax credit is also provided. €anada
does not have a black lung tax or Abandoned Mine Lands fee,
which collectively total $1.25 a ton for underground coal and 90
cents per ton for surface coal in the United States.

Tax costs in Canada represent between 1 and 16 percent of
mining costs. In the United States, tax costs between 17 and 25 per-
cent of mining costs. To make the economic unit envisioned in the
Free Trade Agreement equitable for all concerned, we would sug-
gest changes to afford U.S. producers more favorable tax treat-
ment, similar to that available to the Canadian coal industry; a
more level playing field to be effected initially through restoring
the percentage depletion allowance to the pre-1983 effective rate of
10 percent; removing half of the depletion allowance as a prefer-
ence item for the Alternative Minimum Tax, similar to book
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income; allowing full expenses rather than partial capitalization of
exploration and development costs; and crediting coal companies’
Abandoned Mine Land payments toward their Superfund excise
tax liability.

A final area of generic concern to the underlying rationale for
the Free Trade Agreement with respect to energy, as well as all
trade, is the ability of the Canadian Federal Government to enforce
the provisions of the Free Trade Agreement.

The Canadian Federal Government does not have the same level
of authority over provincial governments as the United States over
the States. In discussing the Free Trade Agreement, the Ontario
Attorney General, Ian Scott, cited a Privy Council decision review-
ing the landmark Canadian Supreme Court case in the Labor Con-
ventions case. He stated, referencing that decision, that:

“The Federal Government in Canada has the power to make a
treaty. The Federal Government of Canada does not have the
power to implement that treaty in areas of provincial jurisdiction.”

It can be inferred from this decision that in area where provin-
cial jurisdiction overrides, the Canadian provinces will not have to
abide by the terms and conditions of the Free Trade Agreement. It
would appear that each province may have to ratify the Free Trade
Agreement for it to be effective.

This vitally affects electricity and other energy trade. Provincial
governments exercise control over the electric utility industry in
several areas, as well as all natural resources.

We would just submit that this is a very serious question. We
would encourage the Committee to seek clarification of it.

To the extent that the United States feels it is obtaining access
to Canadian natural resources under the Free Trade Agreement,
only to find out when a shortage arises that the provinces are not
bound, would be a sorry situation down the road.

Thank you, Mr. Chairman.
d_[The prepared statement of Mr. Altmeyer appears in the appen-

ix.

Senator MoyNIHAN. Thank you, Mr. Altmeyer.

I have two questions, but I would just like to draw the attention
of the Committee to an elemental proposition.

Mr. Altmeyer testified that in 1987 Cenada was our largest cus-
tomer for coal, importing twice as much as the next two leading
countries Japan and Italy—an important fact.

And you testified that most of this coal romes from Appalachia
and makes its way up, for example, to Ontario Hyrdo.

I would like to point out to the members of the Committee that
the United States exports twice as much to the Province of Oniario
as we do to Japan. Twice as much. Ontario is the biggest customer
for us, by a factor of two over Japan.

Thus, you have to bear with me from time to time on highway
bills, when 1 fight off Buy-America on cement. Appalachian coal
goes North to produce Canadian cement, some of which comes
back, and that is fine. That is what trade is all about.

But just note that. And thank you for that testimony.

Mr. Hiney, if I could just ask you: I understand that perhaps the
Committee would want to know about the nature of the hydroelec-
tric electricity coming down from Canada.
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First of all, these rivers flow North into the Arctic, and so hydro-
electric installations have much less impact than they would other-
wise, and it is the nature of the area that Quebec, to install effi-
cient hydro-dams in that part of the world, they couldn’t consume
it all in Quebec; it needs to come down to these United States,
some of it reaching Southern California, Senator Packwocd men-
tioned to me.

There is no tariff on this electricity, and the first agreement we
made in the Trade bill conference is that there will be no tariff.

You have just had a new agreement with the Canadians on elec-
trical power, have you not, Mr. Hiney? Could you tell us about it?

Mr. HiNEY. Yes, sir. It is a Memorandum of Agieement which
outlines the basic commercial terms for the purchase of 1,000
megawatts of firm capacity and energy from Hyrdo-Quebec, begin-
ning in 1995 with 500 megawatts and then a year later another 500
megawatts. Each block will run for 20 years.

This will be the first purchase by the Power Authority of year-
round firm capacity. It can be used to be part of the utilities-gener-
ating mix. In other words, you can count on it to meet its capacity
needs in lieu of purchases from others or investment in plant, and
we would be marketing that electricity to utilities serving the
southeastern part of New York State, where most of our high-cost
oil fire generation is based.

This will be a substantial benefit to particularly that region of
New York State.

Senator MoyNIHAN. To wit, Long Island.

CoMr. HiNey. Yes, sir, Long Island, New York City, Rockland
unty.

Senator MoYNIHAN. And our oil-generated electricity, that is im-
ported oil.

Mr. HINEY. Yes, sir. We certainly import it to New York, and a
good deal of it comes from the Mid-East. Really, our geography is
one of our principal assets in the energy field. We share a border
with Quebec, who has been endowed with some enormous natural
resources in the northern part of the province, and we wish to use
that as part, a balanced part, of an overall mix of resources that
will enable us to control our dependence on imported oil and keep
it to a minimum.

Senator MoyNIHAN. Well, I just want to say I like the picture. I
like the picture of Appalachian coal going to Ontario and Quebec
hydroelectric power coming down to New York, and just taking
these two democratic countries and putting their economies even
closer together. It just makes sense to me.

Senator Packwood?

Senator PAckwoob. No questions.

Senator MoyNIHAN. Senator Rockefeller?

Senator RoCKEFELLER. Thank you, Mr. Chairman.

Mr. Altmeyer, on page 6 of your testimony, you referred to the
fact that a number of U.S. utilities choose to import power rather
than build utilities in this country, simply because of the risk, the
time required, and bureaucratic regulations. In fact, has this grow
worse in recent years? .

Mr. ALTMEYER. Yes, Senator, it has. I believe that there are cur-
rently approximately six new coalfired generating facilities
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planned within the next 10 years within the United States. There
are no plans beyond that in the future.

Most utility systems appear to be very risk-adverse; they don’t
want to take the chance of constructing a new facility only to be
subseguently told by a public utility commission that that was not
a prudent decision when they made it, and to be told that they are
i’mable to pass the cost of that new construction along into the rate

ase.

There is clearly capital aversion at least from our observation in
the utility industry.

Senator RockereELLER. There have been no plans for 10 years?

Mr. ALTMEYER. Excuse me, Senator, that I do not believe there
are any plans going forward at this time to construct any new coal-
fired generation capacity that would be coming on after approxi-
mately the year 1996. There are plans for additional coal-fired gen-
erating capacity between now and 1996.

Senator RocKEFELLER. OK.

Is it your impression that the Canadian coal industry has suf-
fered coal job losses commensurate with our own, in Appalachia,
for example?

Mr. ALTMEYER. | am not in a position to reflect on specific statis-
tics, Senator. My impression would be that they have not suffered
coal job loss similar to what we have suffered in Appalachia.

The primary coal development regions in Canada are in the
northeastern provinces which basically supply coal to coal-fired
generation capacities—coal-fired power plants in New Brunswick
and Nova Scotia. And in the western provinces of British Columbia
and Alberta, the bulk of that coal goes to the export market, pri-
marily to Japan.

Senator ROCKEFELLER. In 1977, there were 66 000 coal miners
working in West Virginia. Today there are about 20,000 working.
Now, some might point out that those 20,000 are producing more
tonnage than the 66,000 did in 1977; but, nevertheless, the job loss
is pretty devastating for my State.

Is it your view that tax changes would have to be made in the
United States in order to equalize the competitive situation with
coal and move you more towards supporting the Canadian Free
Trade Agreement? If so, what kind of tax changes are needed?

Mr. ALTMEYER. Yes, Senator. My view would be that the tax
changes would have to occur here within the United States. You
know, it is not appropriate for the Free Trade Agreement to at-
tempt to direct Canada or their tax policy on natural resource de-
velopment. However, we must recognize that we are placing the
U.S. coal industry at a disadvantage.

A recent—not publicly released yet—analysis by the Bureau of
Mines, as I indicated in my statement, not in my printed statement
but in my oral statement, indicates that the cost of taxes per unit
of production in Canada in the mining industry ranged between 1
and 17 percent. In the United States the rang is between 17 and 25
percent.

Currently we are competing with Canada in international mar-
kets. Fortunately probably, from our standpoint, we are not com-
peting with Canadian markets and U.S. markets except of a slight
degree in the industrial market in the Pacific Northwest.
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The specific tax changes that we would recommend be considered
at this time would be the restoration of the full 10-percent statuto-
ry depletion rate for the coal industry—it has been reduced in in-
crements over the last four years to an effective rate of 8 percent—
the elimination of one-half of the percentage depletion allowance
for inclusion in the Alternative Minimum Tax, similar to what is
done with book income.

The coal industry, as any capital-intensive industry, is disadvan-
taged by the Alternative Minimum Tax. It fundamentally negates
the reason that the preference items were put in the Internal Reve-
nue Code to begin with.

The other area is: Currently the U.S. coal industry must capital-
ize 30 percent of exploration and development costs. In Canada
they can expense 100 percent. We would recommend going back to
the former law in the United States of expending 100 percent of
exploration and development cost.

Those are the major issues that we focus on primarily because
those are the major issues that have been focused on by this Com-
mittee and the Congress over the past several years.

Senator RockeFELLER. Do you have any estimate of the number
of tons of coal sales from Central Appalachia that have been lost
due to Canadian power imports over the last several years? I have
heard figures ranging up to 20 or 30 million tons, with perhaps, as
much as 60 million tons by the 1990s.

Mr. ALTMEYER. Senator, if you did a straight analysis of how
much power is coming in from Canada to the United States and
how much coal would have to be produced to generate that power,
a figure of 60 million tons could be accurate

If you look at the more pragmatic assessment and an analytical
' assessment of how much coal has been displaced, our analysis indi-
cates that from 1981 to 1985 there was displaced approximately 5
million tons of U.S. coal. Some of that coal displaced has come
from North Dakota; the bulk of it from Appalachia, however.

Our projection, a preliminary projection, is that by 1996, at cur-
rent trends, we will displace approximately 24 million tons of our
U.S. coal production. I cannot say specifically how much of that is
coming from Appalachia.

We should also note, while we do export a significant amount of
coal to Ontario Hydro, who is one of our best customers, the
amount of power exported from Canadian provinces to the United
States as opposed to the amount of coal that we are exporting to
them for the generation of power, for the first time in 1986 the
amount of imported power exceeded the amount of displaced coal.
What I am trying to say is it was a net loser for the United States
for the first time. There was more coal-equivalent power exported
to the United States than there was coal exported to Canada for
the Northeastern Region of the United States.

Senator RoCKEFELLER. Thank you Mr. Altmeyer. Thank you, Mr.
Chairman.

Ch%:fnator MovNiHAN. Thank you, Senator Rockefeller. Senator
ee.
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OPENING STATEMENT OF HON. JOHN H. CHAFEE, A 1].S. SENATOR
FROM RHODE ISLAND

Senator CHAFEE. Mr. Chairman, it seems to me that as we go
through these hearings, we have got to determine what is a subsidy
and thus distorts the so-called level playing field and what isn’t.
And this goes back to a question that Senator Packwood asked ear-
lier: If we tax and the Canadians don’t, is that unfair? If we re-
quire capitalization and the Canadians permit expenses, is that a
subsidy? Is that tilting the playing field against us?

The Black Lung Tax is a tax the United States chose to impose
when the Black Lung Program was passed or changed dramatically
back in about 1979, or thereabouts, and we paid for it by increasing
thc} Black Lung Tax. Is that unfair? I find it hard to believe it is
unfair.

In Senator Domenici’s testimony, he touches on some of these
same problems. One U.S. producer has calculated that the total
U.S. royalty burden stands between 22 and 25 percent, counting
Federal, State, county, and even school board levies—that is, on a
barrel of oil. The Canadians’ is dramatically less.

And yet, I have trouble believing that that is unfairness on the
part of the Canadians. I don’t think the Canadians are required to
adopt every tax that we impose in the United States.

Now, a subsidy, it seems to me, is where the Federal Government
or the provincial government—whatever it might be—gets in there
and rewards somebody for searching for oil. But I do think it is im-
portant for us to bear those distinctions in mind as we go through
this, Mr. Chairman.

I don’t have any questions for either of these gentlemen.

Mr. Hiney, I was interested in your testimony. In my section of
the country we are very dependent upon that Quebec power. More
and more is coming in, and we look for more to come in. So I found
your testimony of interest, in what is taking place in your particu-
lar section and in the areas that you have responsibility for.

Thank you, Mr. Chairman.

Senator MoyNiHAN. Thank you, Senator Chafee. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Altmeyer, following up the point of Senator Chafee—namely
some assistances are impediments or subsidies and some are not—
that is, certainly a tax exemption would be more i the nature of a
subsidy to an industry, whereas a requirement to pay a Black Lung
fee may not be a subsidy indirectly if it is placed on the other coun-
try’s industry and not on the domestic industry.

Looking at the classic definition of “subsidies,” direct payments
by the Federal or Provincial governments or to tax exemptions to
either the coal industry in Canada or to the utilities in Canada, on
balance is the American coal industry in your judgment better off
or worse off under this agreement looking at the classic definition
of subsidies that affect directly or indirectly your industry?

Mr. ALT™MEYER. With respect to coal production, we currently
have free trade between Canada and the United States; there are
no barriers. We are not aware of any classical subsidization of the
Canadian coal production.

Senator BAucus. What happens when you crank in the utilities?
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Mr. ALtMEYER. With respect to the utilities, there are allegations
that we have not independently investigated that the Crown Corpo-
rations, by virtue of being creatures of the provinces, are exempt
from a sales tax or exempt from property taxes. They do not have
to pay—

Senator Baucus. What about concessionary loans to Canadian
utilities? That is, the loans that are given on the condition that the
gtilities make some money, but don’t have to pay it back if they

on’t.

Mr. ALTMEYER. We would consider that to be a subsidy, Senator.

Senator Baucus. I would, too. So, taking that into consideration,
those kinds of subsidies also into consideration, is the American
coal industry better off or worse off?

Mr. ALTMEYER. We would be worse off as a result of that subsidy.

As Mr. Hiney points out, even with that subsidy, coal fired power
in the United States is not going to compete with the cost of hydro-
electric power from Canada. The subsidy could make a marginal
difference, though, on a utilities decision whether to imp .t power,
taking other factors into account. However, the subsidization does
give some advantage to Canadian Crown Corporations.

I should also point out that hydroelectric power is not the only
source generation of power exported into the United States. In
New Brunswick Province they are constructing a 1000-megawatt
nuclear power unit that possibly could not be built in the United
States. It will be dedicated to export to the United States.

In Ontario, Ontario is constructing new nuclear power units that
are paid for and constructed by the Federal Government and
turned over to be operated by the provincial utilities. The provin-
cial utilities have to repay the Federal Government after they are
gonstructed; but that power also will be coming into the United

tates.

Senator Baucus. Have you lookad at or drafted implementing
language that you suggested to the USTR, and if so, how accommo-
dating have they been in agreeing to your suggested changes in
drafting implementing language, to try to correct some of these
problems?

Mr. ALTMEYER. We have not drafted implementing language,
Senator. We are exploring what language could be possibly put into
the implementing legislation to address our concerns.

Senator Baucus. How far along are you in reaching an agree-
ment with the administration?

Mr. ALTMEYER. With respect to the administration we haven’t
even begun to reaching an agreement.

Senator Baucus. That is, they are resisting your suggestions?

Mr. ALTMEYER. They have shown empathy. But basically they
have said that subsidies were an issue that we could not get to the
table before January 1; it was an important issue; the reason 1907
is in the Free Trade Agreement is because we recognized we could
not come to terms with the Canadians on the subsidy issue and
still meet the January 1 deadline. They are looking to this Commit-
tee and the Congress to provide them guidance on what should be
done on the subsidy question.

Senator Baucus. Thank you.

* PnmyTEA
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Senator MoyNIHAN. Senator Heinz, you may wish to ask some
questions.

Senator HeINz. Yes. Mr. Chairman, thank you very much. I
think I can be brief, because Senator Baucus ancf' Senator Rockefel-
ler covered a lot of what I wanted to address to Tom Altmeyer.

Tom, we have all noted your points on the differential in tax-
ation between the coal industry here and the coal industry in
Canada.

You have been quite candid in explaining the extent to which
subsidies are and are not a problem, and in your comments to Sen-
ator Baucus you described, I think with great clarity, what takes
place at the utility level, which should be cause for concern.

The one issue that we haven’t yet spent a lot of time on but on
that I have been persistently concerned about is the issue of what
could happen if the provinces exercise what they believe is their
dued right under the Canadian Constitution to restrict or impede
trade.

Could you indicate, since you have said that by and large at this
point trade in coal is quite free on both sides, what you might be
concerned about, what kinds of practicas would be possible and
prejudicial? And I guess you are going to have to do this quickly,
because I am running out of time.

Senator MoYNIHAN. Gentlemen, you have 2 minutes. I will bet
you can do it.

Mr. ALTMEYER. The concern would be—and it is a concern of the
U.S. domestic utility industry, companies such as that of Mr.
Hiney’'s—we are concerned because we would hope to sell our prod-
uct to them.

Under the Free Trade Agreement there is nothing. Once a utility
commits to a long-term firm power project defers constructing its
own generation capacity, basically it is hooked on that Canadian
power. There is nothing in that agreement to stop that Canadian
utility from increasing the price of that power over the term of the
contract.

Despite the proportional language in Article 30 which references
GATT the only time Canada would be prohibited or that propor-
tional language would be triggered would be when they are stating
that they are suffering from a national shortage. If they don't
chose to invoke that provision of the GATT, they could increase the
price of power if allowed under the contract. The only remedy
available to a U.S. utility would be I presume, in the courts of the
United States or in the courts of Canada whichever had jurisdic-
tion over those contractual terms.

Senator HeiNz. One specific and last question: Are you at all con-
cerned about the possibility of any quantitative restrictions on U.S.
coal exports being imposeg by provinces in Canada at some future
time? Or is that simply a hypothetical problem?

Mr. ALTMEYER. We are not concerned with the quantitative re-
striction; however, the Canadian coal industry has lobbied in
Canada with the Ontario Province to try to place a tax based upon
the level of sulfur and coal, to force Ontario Hydro not to construct
scrubbers to meet their clean air requirements but to import Brit-
ish Columbian coal. We are concerned.

Senator HEINz. Thank you, Mr. Chairman.
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Senator MoyNIHAN. Gentlemen, we thank you for excellent testi-
mony, very quantitative and informative.

The Committee will stand in recess.

Would the next panel have the goodness to form and be at the
table when we return?

[Whereupon, at 11:08 a.m., the Committee was recessed.]

/FTER RECESS (11:15 A.Mm.)

The CHAIRMAN. This hearing will come to order. The next panel
will consist oi Mr. Nicholas Bush, President of the Natural Gas
Supply Association; Mr. Danny Conklin, Chairman of the Inde-
pendent Petroleum Association of America; Mr. Charles Gentry,
Vice President of TIPRO; Mr. William McCormick, the Chairman
and Chief Executive Officer of Consumers Power Company, on
behalf of the American Gas Association; and Mr. John Buckley,
Vice President of Marketing, Gulf Oil, a division of Cumberland
Farms, on behalf of the Citizens for the Canada-U.S. Free Trade
Agreement.

Gentlemen, what we are going to be receiving in this particular
panel are those witnesses concerned with the energy aspects of the
Canadian Free Trade Agreement.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Canada is virtually the only supplier to the
United States of natural gas and electricity today from outside of
our boundaries, and it is the leading foreign supplier of oil and ura-
nium. But one of the concerns, of course, is that this country is a
nlm]ajor supplier of those kinds of products, a major producer of
them.

And as we learned in 1973 and in 1974, energy is absolutely basic
to the health of our economy. So it is quite natural that this Com-
mittee is going to look very carefully into the energy aspects of
that agreement.

As we study that agreement, a few things become clear in sever-
al sectors. While that agreement strips away many of the tradition-
al barriers, particularly when you are talking about customs
duties, it leaves in place many of the domestic programs that dis-
tort the competitiveness of initiatives on both sides of that border.

Too often we find our producers have a burden limiting their
competitiveness, or their Canadian competitors have a benefit en-
hancing their competitiveness, or both. To some extent at least this
is true in the energy sector.

We cannot and we should not imitate every Canadian subsidy
and nontariff barrier. Our domestic production ought to stand and
fall on its own merits. And while Canada is our largest trading
partner, our businesses have to compete worldwide, not just with
Canada.

However, if opening these markets distorts trade rather than
freeing it because of Canadian domestic policies, then we have to
examine how we can keep from having unfair harm to our critical
industries.



50

So I hope that these witnesses this morning will speak to some of
those issues. I know they are deeply concerned and we have chosen
people that we think are authorities in their particular fields.

The first witness I am going to call on is Mr. Nicholas Bush,
llclresli;ien}:: of the Natural Gas Supply Association, Washington, DC.

r. Bush.

STATEMENT OF NICHOLAS BUSH, PRESIDENT OF THE NATURAL
GAS SUPPLY ASSOCIATION, WASHINGTON, DC

Mr. BusH. Mr. Chairman, I am Nicholas J. Bush, President of
the Natural Gas Supply Association, a national organization com-
prised of independent and integrated domestic producing compa-
nies that market roughly 90 percent of the nation’s gas production.

Mr. Chairman, we appreciate the opportunity to comment on the
pending U.S.-Canada Free Trade Agreement, and in particular on
i{ts potential impact upon domestic gas producers and U.S. gas mar-

ets.

If there is no objection, Mr. Chairman, I would ask that my
entire statement be put in the record.

The CHAIRMAN. The entire statement will be put in the record.

Mr. BusH. The Natural Gas Supply Association wholeheartedly
endorses free, equal, and open energy trade between the United
States and Canada, and we do so for reasons which extend beyond
ourdsincere commitment to the principles of free market and free
trade.

Domestic gas producers benefit when there is a flourishing
market for their product. xperience has shown that such a
market results from strong consumer confidence. It is immensely
beneficial to all segments of the natural gas industry when end
users are confident that the prospects for acquiring future supplies
to meet reasonable demand expectations are good, and that con-
sumers will be able to compete for access to all competitively-priced
supplies that serve their markets.

Most energy forecasts conclude that competitively-priced imports
of Canadian natural gas may make an important contribution to
meeting future U.S. energy needs. Thus, to the extent that the
FTA reassures U.S. consumers that future natural gas supplies
from Canada will not be unfairly restricted or unreasonably priced,
the agreement may contribute actually to a more stable long-term
U.S. gas demand and to a larger natural gas market than would
otherwise exist, absent such assurances. And domestic gas produc-
ers want to compete in a growing gas market.

The members of the Committee are aware, however, that NGSA
and other natural gas producing associations have expressed con-
cern about the ability of domestic gas producers to freely compete
with their Canadian counterparts.

Some Canadians have said that these concerns about being able
to compete fairly—or to use the phrase, a cliche, “on a level play-
ing field”’—are actually the wolf of protectionism trying to dress
itself in the innocuous cover of sheeps’ clothing. Nothing could be
further from the truth. The willingness of domestic gas producers
to compete with our Canadian counterparts for U.S. markets is sin-
cere; but it would be irresponsible to leave this Committee or the
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Congress with the impression that when the Free Trade Agreement
is adopted, U.S. producers will necessarily be able to compete on an
equal footing with their Canadian counterparts. Equal footing de-
pends upon whether the U.S. Government is willing to take specific
action that would allow domestic producers to take advantage of
new exploration production and marketing opportunities.

U.S. oil and gas development and, as a result, domestic producers
are still restricted by several important U.S. Government policies
which must be changed if the Nation is to benefit from its remain-
ing significant energy resource potential.

Canada has actually responded to changing energy market reali-
ties more completely and on a more timely basis than the United
States. Natural gas is totally deregulated at the wellhead in
Canada, while certain price and nonprice controls remain in effect
on natural gas at the wellhead in the United States.

Statements are sometimes made that in the current highly com-
petitive U.S. wellhead market for natural gas, total deregulation is
less important. We do not agree.

Total wellhead deregulation of natural gas would result in the
eventual development of significantly more domestic reserves, re-
duction in the use of imported oil, and a lessening of the trade defi-
cit. Total deregulation of natural gas at the wellhead would en-
ggnce domestic producers’ long-term ability to compete with Cana-

ians. -

As important, there are several issues before the Federal Enesgy
Regulatory Commission which may determine the competitiveness
of domestic U.S. gas producers. The Commission is currently con-
sidering a final rulemaking, for instance, on open-access transpor-
tation of natural gas on interstate pipelines. Achieving a non-dis-
criminatory, open-access national transportation system is very im-
portant, almost critical, for natural gas producers and consumers,
and NGSA has strongly supported FERC’s efforts in this regard.

The Commission’s interim transportation rule, Order No. 500,
however, contains an extremely damaging requirement called
cross-contract crediting which, if incorporated in the final rule will
have a negative impact on domestic gas development, and will put
domestic producers at a serious disadvantage in competing with Ca-
nadian gas, to which the contract abrogation provisions of Order
No. 500 will not apply.

Appended to my testimony, Mr. Chairman, are NGSA’s most
recent submissions to the Commission on Order 500, and I would
encourage you to look at them.

The Federal Energy Regulatory Commission, as a general rule, is
also not allowing the recovery of take-or-pay settlement costs in
pipeline demand charges. But take-or-pay settlement costs associat-
ed with Canadian contracts have been permitted by FERC to be
placed in pipeline demand charges In an environment in which
natural gas sales are won and lost because of a few pennies differ-
ence, this inconsistent policy is not unimportant. If domestic gas is
toeelzle ézompetitive, a policy that treats settlement costs equally is
needed.

The Committee may also be familiar with frequent references by
the domestic producing industry to the importance of FERC’s Opin-
ion No. 256. Simply stated, Opinion No. 256 decreed that U.S. inter-
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state pipelines could no longer pass through certain costs of Cana-
dian gas in the demand charge of their rate structure for which
similar costs of U.S. gas were not allowed to be passed through in
the same manner.

Opinion 256 is-very significant to domestic producers who try to
compete against Canadian gas, particularly from the Southwest
into the critical California market.

For years, domestic producers who serve the El Paso and Trans-
western systems into California, as well as California producers
serving their own markets, have competed against Canadian gas,
which has taken advantage of that price differential.

Mr. Chairman, thank you for entering my entire statement. The
balance of my remarks advocates—repealing of the Windfall Prof-
its Tax, consideration of some of the United States public lands
policies, of resource development, of oil and gas development—all
of them are significant and critical to U.S. gas production, and we
would encourage you to examine them very, very carefully.

Thank you.

The CHAIRMAN. On the repeal of the windfall profits tax, you are
kind of carrying coals to New Castle. (Laughter)

Thank you very much, Mr. Bush, and I want to ask you some
questions on your testimony in a moment.

Mr. Danny Conklin, an old friend of mine who has shown a great
deal of leadership in his industry and given much of himself.in
public causes for his community.

We are pleased to have you.

STATEMENT OF DANNY CONKLIN, CHAIRMAN, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA, AMARILLO, TX

Mr. Conklin. Thank you, Mr. Chairman.

I am Danny Conklin, a partner in Philcon Development Compa-
ny of Amarillo, TX. We are a crude oil and natural gas exploration
and production company which realizes 85 percent of its revenues
from wellhead sales of natural gas. I appear here today a Chair-
man of the Independent Petroleum Association of America.

I would first like to throw some thank-yous to the Chairman, and
for his leadership in regard to the windfall profits tax and the
V\lrlork he is doing on the Trade Bill. We independents appreciate
that.

We also appreciate this-opportunity to appear before you on the
subject of the pending proposed United States-Canada Free Trade
Agreement.

At the outset, let me say that on its face, the Free Trade Agree-
ment does not change the ground rules of natural gas trade with
Canada. As normally understood in the meaning of ‘free trade,”
we currently have free trade with Canada. The Free Trade Agree-
ment does nov make any significant changes in the status quo.
However, for some time we have not had fair trade, and the Free
Trade Agreement does nothing to remedy inequities in the regula-
tory scheme of gas production and transportation which is creating
the inequities.
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Thus, the IPAA believes that the current debate over the Free
Trade Agreement and the focus it gives to the United States-Cana-
dian relations is an excellent setting in which to seek fair trade.

When you look at the history in regard to energy, the Canadians
have not been complacent suppliers of energy to the United States
and have protec their own self-interests both as to price and
availability of their exports.

We should not forget that during the crude oil shortages follow-
ing the 1973 Embargo, Canada severely limited its crude oil exports
to the United States; and later, in the 1970s when the United
States faced natural gas curtailments, the Canadian Goverrniment
intervened in private contracts at the border to establish a floor
price which reached as high as $4.95 per MMBtu. That was ap-
proximately three times the average United States price for natu-
ral gas and four times the controlled price in Canada for intra-Ca-
nadian sales at the time.

So when supplies are tight, the Canadians either have refused to
sell to us or have limited the amounts sold and demanded above
market prices. Yet, as now when the United States markets are
soft the Canadians claim that the reliability of their supplies justi-
fy prlices which are in excess of the unit price of available domestic
supply.

According to the Energy Information administration, the average
wellhead price of domestic gas in August was $1.71, while the im-
ported average gas price for that month was $2.17. Similarly, the
EIA’s projected surplus deliverability of domestic gas is 1.4 trillion
for the 6-month period beginning October of 1987. Notwithstanding
this deliverability surplus, a total of 850 Bcf of gas was imported
during 1987.

And the words “reliability” and “stability,” my point in bringing
these things up is that we do not want to forget that the reliability
and stability of the domestic gas reserves are already here.

The agreement, does not mention natural gas. Instead, it is draft-
ed in terms of energy goods, and it uses definitions from the Gener-
al Agreement on Tariffs and Trade.

We support the specific objectives listed in the Preamble of the
Agreement, including “to reduce government-created trade distor-
tions while preserving the parties’ flexibility to safeguard the
public welfare”.

I also note that Article 102 lists as an objective to facilitate con-
ditions of fair competition within the free trade area. However,
many practices and policies which presently provide Canadian gas
with unfair advr.ntages will have to be corrected if these worthy
goals are to be achieved.

On item conspicuously absent from the regulatory changes is the
Commission’s decision in the Natural Gas Pipeline Company of
Armerica Opinion 256. We have been assured by the administration
that this indicates that nothing in the Free Trade Agreement will
overturn this important Commission action.

Accordingly, we urge the Congress to clarify, in the course of de-
veloping its legislative history on this Agreement, that Opinion 25
remain intact.

The Alaskan Gas Transmission System is-creating a problem as
far as the Northern Border Pipeline, Senator, and we would appre-
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ciate it if these things were looked at and studied, and that the so-
called “level playing field” be examined in regard to the Northern
Border Pipeline.

I think as we conclude, though, while we know it is not covered
by the Agreement, we did want to bring to your attention some ex-
fisting discrepancies in the tax treatment of Canadian and U.S. pro-

ucers.

We know that the negotiators agreed not to try to assess the rel-
ative equity of the two nations’ tax codes and production incentive
programs. Instead, they provided a mechanism for aggrieved par-
ties on either side of the border to seek trade relief action.

However, again, in the interest of fair trade at the time we are
talking about free trade, we urge the Congress to consider signifi-
cant changes in the Tax Code to put U.S. producers on a more even
footing with their Canadian counterparts.

The CHAIRMAN. Mr. Conklin, now your time has expired. I will
have to ask you to summarize.

Mr. Conklin. Thank you, Senator.

" [’lihe prepared statement of Mr. Conklin appears in the appen-
ix.

The CHAIRMAN. Thank you.

Mr. Gentry of TIPRO, we are pleased to have you testify.

Senator BRADLEY. Mr. Chairman, is this the last panel?

The CHAIRMAN. Yes.

Senator BRADLEY. Thank you.

STATEMENT OF ‘CHARLES GENTRY, VICE PRESIDENT, TEXAS IN-
DEPENDENT PRODUCERS AND ROYALTY OWNERS ASSOCIA-
TION (TIPRO), DALLAS, TX

Mr. GENTRY. Mr. Chairman and members of the Committee, my
name is Charles Gentry, attorney and partner in a Dallas law firm,
and my practice is primarily representing independent producers
of oil and gas in Texas and the Rocky Mountain area.

I appear here today as Regional Vice President of the Texas In-
dependent Producers and Royalty Owners Association TIPRO,
which is composed of some 4,000 members with an interest in oil
and gas in Texas. At the times I have appeared here in the past or
in the Congress in the past representing TIPRO, we have had a
larger membership, in the past as high as 7,000. Now it is 4,000.

Many of our members compete directly with Canadian gas ex-
ports in both the West Coast and Midwest markets, and therefore
have a direct concern with national policies relating to Canadian
imports of natural gas, oil, and petroleum products.

I request, Mr. Chairman, that a copy of my complete statement
previgusly submitted to the Committee be made a part of the
record.

The CHAIRMAN. That will be done, Mr. Gentry.

Mr. GENTRY. TIPRO understands and appreciates the long stand-
ing harmonious trade relationship that has existed between the
United State and Canada. The benefits of this relationship for both
countries are obvious. There is considerable merit, therefore, in the
effort of the administration to initiate workable trade principles in
a Free Trade Agreement with Canada.
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It is our contention, however, that trade policy affecting strategic
commodities is important to the national defense objectives, such
as petroleum and petroleum products, should be guided by stand-
ards which are quite apart from and in addition to free trade objec-
tives applying to other commodities. We believe, for example, that
natural gas provided by a foreign source, no matter how friendly it
might be, should be subject to national security objectives and con-
cerns as opposed to some other products that might fall more
under the free trade objectives and analysis.

In TIPRO’s opinion, the trade agreement provisions relating to
energy should have reflected more carefully the desired objective of
maximizing utilization of United States petroleum reserves. The
objective is partially impeded if foreign imports are allowed to
come in freely and therefore dominate domestic markets that
would otherwise be served by a domestic supply. Domestic produc-
ers must have optimum market opportunities to assure the eco-
nomic ability necessary to maintain adequate exploration for and
development of natural gas reserves.

Trends in U.S. natural gas production and Canadian imports in
recent years, along with anticipated growth in imports in the near
future, indicate that imports are winning the battle for marginal
U.S. markets. This is happening during a period in which most ex-
perts believe that excess U.S. producing capacity is more than 20
percent higher than the demand.

I have in my prepared statement figures and statistics which
demonstrate this trend that I have just mentioned.

At the very least, TIPRO believes that domestic gas producers
should have an equal opportunity, in competition with imports, to
serve home markets. This equality may be impossible to achieve
under the energy provisions of the Trade agreement, because cur-
rent inequities in applicable tax laws and energy laws and regula-
tions between the United States and Canada are not addressed.
Unless enabling legislation finally approved by Congress addresses
these inequities and authorizes changes necessary to provide a
truly level playing field are acceptable once the Trade Agreement
is finalized the possibility of substantial growth in Canadian im-
f1;'»0115 at the expense of U.S. production persists for the foreseeable

uture.

Perhaps the most important of the inequities that must be ad-
dressed is the need to preserve the Federal Energy Regulatory
Commission’s Order 256, which was mentioned by Senator Domen-
ici earlier this morning and by others on the panel. This order at-
tempts to equalize regulatory rate design between Canadian gas
imports sold interstate in the United State and domestic produc-
tion also sold interstate. While provisions of this Order are arcane
and very complex and are not of very much interest to the non-gas
regulator, the bottom line is eminently clear: The Order eliminates
a substantial economic advantage formerly held by competing im-
ports.

But much work remains to be done to extend this element of
fairness to California, Minnesota, and New England gas markets,

just to name a few. These markets are served by Canadian supply
that also competes with domestic supply but, for institutional rea-
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sons, is governed by the Economic Regulatory administration, the
ERA, of the Department of Energy rather than FERC.

The corrective measures of Order 256 have yet to be applied by
the administration to import sales governed by ERA. Unless this is
accomplished prior to the finalization of the Trade Agreement,
either through administration action or through inclusion by Con-
gress in enabling legislation, TIPRO is convinced that there will be
little hope that it will be addressed successfully at a later date.

We urge the Committee to review the provisions, the issues, and
the points raised in the Domenici legislation. And in that process,
we urge that the Committee not become sidetracked by trying to
determine what is a subsidy, in either the classic sense or other-

-wise, and what is some other kind of incentive, and whether those
items are fair or legitimate when viewed in isolation or standing on
their own terms. .

The Committee should ask of each item, where there is a differ-
ence of treatment between United States and Canadian producers,
whether that item gives a competitive advantage to the Canadian
producer compared to the United States producer. If so, it tilts the
playing field in favor of the Canadian producer.

In conclusion, Mr. Chairman, we strongly believe the long-range
security interests of our nation require that domestic development
of crude oil and natural gas strategic commodities, should be en-
hanced rather than impeded or endangered by foreign trade agree-
ments, however otherwise desirable. Thank you, sir.

[The prepared statement of Mr. Gentry appears in the appendix.]

The CHAIRMAN. Thank you very much, Mr. Gentry.

Mr. William McCormick, who is Chairman and Chief Executive
Officer of Consumers Power Company, on behalf of the American
Gas Association.

Mr. McCormick?

Senator RIEGLE. Mr, Chairman, before he speaks, I wonder if 1
might make a comment about Mr. McCormick.

The CHAIRMAN. Yes, of course.

Senator RIEGLE. Thank you.

I want to particularly take the opportunity to welcome him
before our Committee today. I think he has really done an excep-
tional job of running Consumers Power at a difficult time of transi-
tion. Of course, he appears here today on behalf of the American
Gas Association.

His company represents about 6 million of my constituents, Mr.
So}(llairman, so I want to listen with great care to what he has to say

ay. .

The CHAIRMAN. We are delighted to have him.

STATEMENT OF WILLIAM McCORMICK, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, CONSUMERS POWER COMPANY, ON
BEHALF OF THE AMERICAN GAS ASSOCIATION, JACKSON, MI

Mr. McCormick. Thank you, Mr. Chairman, and thank you, Sen-
ator Riegle, for those generous comments.

My name is Bill McCormick, and I am Chairman and Chief Exec-
utive Officer of CMS Energy Corporation and its principal subsidi-
ary Consumers Power. As the Senator mentioned, we supply 6 mil-



57

%)igl}l of the 9 million citizens of Michigan with gas, electricity, or
th.

Today, however, I am representing the American Gas Associa-
tion, which is a national association which represents 300 gas
transmission and distribution companies throughout the United
States. In this connection I chair the American Gas Association’s
Gas Supply Committee and have also acted as Co-Chairman of the
American Gas Association/Canadian Gas Association Joint Task
Force on the Free Trade Agreement.

First of all, AGA strongly supports the Canadian/U.S. Free
Trade Agreement, because we believe it will enhance the vital role

-that the natural gas industry can play in meeting this nation’s
energy, security, economic, and environmental goals, and the role
of the Free Trade Agreement in achieving those goals.

I think the problem that we have seen in the past between
Canada and the U.S. with respect to natural gas has been interfer-
gncg by government aud regulatory agencies on both sides of the

order.

I think my colieague on the panel mentioned the insecurity of
Canadian supplies and the fact that there have been price adjust-
ments during those terms by government. And I think the whole
purpose of the Canadian/U.S. Free Trade Agreement is to provide
a framework where the kinds of problems that we have seen in the
past, where retroactive government intervention and regulatory
changes will be prevented, and there will in fact be sanctity of con-
tract during the term,

Free Trade Agreement can assure that long-term reliable sup-
plies of natural gas will not be hampered or disrupted by retroac-
tive regulation, and a secure uninterrupted supply of natural gas
has implications for other U.S. policies.

I want to outline five specific benefits of the Free Trade Agree-
ment:

No. 1 is national security. Increasing U.S. natural gas use and
our gas trade with Canada will reduce U.S. dependence on oil from
the politically-unstable Middle East. Natural gas from Canada only
supplies approximately 4 percent of our gas requirements at the
present time. Increasing these gas supplies could replace 350,000
barrels of imported oil per day immediately, instead of 120,000 bar-
rels dper day within 1 year. Over 5 years, additional gas supplies
could displace 1.7 millions barrels per day.

No. 2 is the balance of payment. Aside from the national security
benefits of oil displacement, increased gas use would improve our
balance of trade.

Oil at the border is 50 percent more expensive than natural gas.
If gas displaced oil at rates that I have outlined, the United States
wouid reduce its trade deficit by more than 200 million per month
immediately and up to 1 billion per month within five years.

No. 3 is enhancing U.S. gas supply security. A recent DOE study
maintains that natural gas is the most substitutable fuel for oil
and that the United States has plentiful long-term supplies. These
supplies can be enhanced by supplies from Canada. In fact, Canadi-
an supplies of proved reserves and potential resources were almost

double the reserves and resources that the United States currently
has at its disposal.
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By our estimates, in the year 1990 natural gas energy will be
some 50-percent greater than lower 48 State oil produced energy.
So, increase demand in the exploration incentives producers need,
and the entire nation will benefit.

No. 4 is the economic benefits of energy to energy users. More
secure energy supplies will mean lower energy prices over time.

My company supplies some of the largest industrial energy users
in the United States, in automobile, steel, and chemical. These ben-
efits of more competition, more supplies, and lower cost can trans-
late into U.S. goods and services and products that are more com-
petitive in the world market.

An increase in the source of supply will mean more competition
which in turn will bring lower long-term prices to major energy
users, and these will allow them to compete more effectively in
world markets

These include such industries as automobiles, steel, and chemi-
cals, which we serve.

And No. 5, I think the increased supplies of gas from Canada are
in the national interest are the environmental and efficiency ad-
vantages of natural gas. Because it is a clean-burning fossil fuel,
using gas has definite environmental benefits which will allow us
and allow the nation to meet its increasingly stricter environmen-
tal requirements as time goes on.

I think with respect to Order 256 and 500, we ought to leave that
to the FERC. It is really a separate matter from the Free Trade
Agreement.

In conclusion, I firmly believe that the energy sections of the
Free Trade Agreement will benefit consumers, producers, industry,
and electrical customers as well as natural gas distributors and
pipelines both in the U.S. and in Canada.

I urge this Committee and the Congress to consider the long-
term benefits for our nation of enactment of the Free Trade Agree-
ment, with its significant economic benefits.

I would request that my full testimony be entered into the
record. Thank you.

[’I;}}e ]prepared statement of Mr. McCormick appears in the ap-
pendix.

Senator RIEGLE. We will make your testimony a part of the
record, and we thank you for your statement.

Mr. Buckley, we would like to hear from you now.

STATEMENT OF JOHN G. BUCKLEY, VICE PRESIDENT OF MAR-
KETING, GULF O'L, A DIVISION OF CUMBERLAND FARMS, ON
BEHALF OF CITIZENS FOR THE CANADA-UNITED STATES FREE
TRADE AGREEMENT, WESTBORO, MA

Mr. BuckLEy. Thank you, Mr. Chairman

My name is John Buckley. I am Vice President of Wholesale
‘Marketing for the Gulr Oil Division of Cumberland Farms, and I
am here to testify on behalf of a group of independent petroleum
marketers who sell refined products, primarily gasoline in every
State along the northern border from Maine to the State of Wash-
ington—the border with Canada.
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I think if there is one key principle underlying this proposed
agreement it is that economic factors rather than political or regu-
latory questions will have greater sway in determining energy
trade and investment decisions in both countries.

I would like to identify six specific benefits:

First of all, while there will still be government intervention in
the marketplace and interference, there will be greater certaint,
that economic rather than fluctuating government policies will
define these two energy markets.

Current levels of government intervention will be locked in and
will become the maximum permitted. In the meantime, there are
mechanisms already in place to further reduce nontariff barriers to
trade and investment, and the administration certainly has indicat-
ed they intend to chip away at those barriers.

Second, it is clear that the long-term commercial and investment
relationships will grow. On the oil side we don’t expect anything
dramatic initially, but gradually a more logical and economic bina-
tional energy flow will result and will grow.

Third, with the achievement of economic efficiencies along the
border, Canadian oil will provide a useful check on domestic U.S.
oil prices. Greater competition fosters lower prices and real bene-
fits, both for the independent marketer and for consumers in the
two countries.

Fourth, in the event of another major oil trade disruption—and I
think really that is a question of not if but when—there will be a
reduction of panic?}yge response and a feeling of increased security
as Canadian and U.S. energy economies become more closely tied
together in both the short and long term

Fifth I think out over the next decade of this century the closer
economic and political relationship between the U.S. and Canada
will allow a more rapid development of the apple basket tar sands,
heavy oils, United States and Canadian Arctic crude oils, and the
major oil fields off the coast of Newfoundland than would other-
wise occur. Why? Because a larger and more stable energy market,
a North American energy market, and improved investment cli-
mate sharply reduces risk.

Development costs of most of this hydrocarbon resource are very
high. If you add a risk factor, development is very slow. If you
reduce the risk, development is faster.

Finally, out over the midterm, the next several years, it is clear
there is plenty of crude oil available in the world; but here in the
United States we are importing higher volumes each years. More-
over, if you look at the statistics for recent months, the last 4 or 5
months, Saudi Arabia has once again become our largest single
supplier of foreign oil, replacing Canada. This agreement won't
change that fact overnight, but it does establish a foundation to
gradually build energy ties, expand Alaskan oil sales to Canada
and Canadian oil sales to the border areas in the United States.

. liltlir. Chairman, we have heard a lot today about a level playing
ield.

I have no fproblem with any of the proposals—the elimination of
regulation of natural gas, the elimination of the Windfall Profits
Tax, which this Committee is working on, the opening up of Anway
reserves in the north slope, providing of tax incentives to domestic

91-520 - 89 - 3
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industry. I have no problem with any of that. But that is part of
our domestic agenda. It has nothing to do wth this agreement.

This agreement doesn’t change our national agenda. We need to
address those problems, and we support addressing those problems
and changing those policies. But a veto of this bill doesn’t advance
those policies a bit.

This agreement, Chairman Moynihan said at the beginning of
the meeting, is a historic agreement. And I think it is, no only in
the commercial and foreign economic policy of the United States is
it significant, but four times since the year 1812 we have tried to
develop a free trade area between the United States and Canada.
All four attempts have failed. Now we have another opportunity.

This agreement does provide for a binational panel to resolve dis-
putes and a framework to ease the nontariff barriers.

It is not perfect. No trade agreement ever is. But it does bring
the Hawley-Smoot Tariff levels established in 1930 to zero on all
trade between Canada and the United States.

Of course there will be winners, there will be losers, on both
sides of the border. But the phase-out is gradual, in the most severe
cases 10 years.

When you add up the real winners, I think those winners will be
the people of Canada and the people of the United States.

This policy and this agreement represents good trade policy, good
economic policy, and good energy policy. If I compare this agree-
ment to where we are today, and if I could just offer three words of
advice to this Committee, those three words would be “Go for it.”
d.[’Iihe prepared statement of Mr. Buckley appears in the appen-

ix.
Senator RieGLE. Thank you, Mr. Buckley. It is obvious that you
have got a well-defined point of view on this, and you express it
very well.

There will be questions for all of you, I think, by various mem-
bers of the Committee. We have a number of things going on; we
kave the budget on the floor today, as you may have been told ear-
lier, and as well we have got very serious negotiaticns going on to
try to complete the general large Trade Bill. And that requires a
number of the members of the Committee who were central to that
process to be involved in those final negotiations, literally, as we
meet this very minute. )

Mr. McCormick, I would like to take you through a series of
questions, as they relate to how the Trade Agreement might
impact the State of Michigan specifically.

It is my understanding that Michigan produces about 11 percent
of our natural gas needs from within the State. Much of the re-
maining supply comes through interstate pipelines from the South
and Southwest. How many Bcf of Canadian natural gas are we
using today?

Mr. McCormMick. I would say, on a percentage basis, we are prob-
ably using about 10 percent or less—between 5 and 10 percent of
the total gas for Michigan is coming from Canada at the present
time.

Senator RIEGLE. And how do you think that would change if the
Agreement is approved?
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Mr. McCormMick. I think it would be increased. It would definite-
ly not, in my judgment, be at the expense of the United States pro-
ducers. I think the additional gas supplies would displace oil and
other fuels in Michigan.

One of the advantages of Michigan geographically is that it is
close to Canada and therefore it is a very economic and convenient
place to introduce Canadian gas

I think the benefit would be to the Michigan economy and to the
Michigan industrial users. They would have access to an additional
supply of very competitive natural gas which could displace oils
and other fuels and lower their cost of production in the State.

Senator RIEGLE. Would you estimate how much of our total gas
usage in Michigan will come from Canada, over a 10-year period of
time if the agreement is approved?

Mr. McCormick. I think the 5 or 10 percent could go to 15 per-
cent over the next 10 years. At the present time, as I mentioned
before, about 4 percent of the total gas used in the United States
comes from Canada. That is about 700 billion cubic feet on an
annual basis.

There is currently pipeline capacity to move about 1.7 trillion, to
increase that by roughly two and a half times. So, current pipeline
capacity could increase that to approximately 10 percent of our
current national usage.

I think in Michigan it would be a little bit higher than that, be-
cause it is geographically situated to take that.

Senator RiecLE. Would we need much if anything in the way of
new infrastructure in Michigan to take additional supply from
Canada such as pipelines or storage facilities?

Mr. McCormick. There would be very little necessary. The cur-
rent pipelines that go into Michigan—the Great Lakes Gas Trans-
mission and the American Natural System as well as the Panhan-
dle System—A&R and Panhandle interconnect with several other
pipelines coming from Canada, Midwestern and Trans-Canada.
Those pipelines have capacity to move substantially more supplies
than they do today.

In my judgment, there would be very minimal additional require-
ments.

Senator RIEGLE. What would be the view of the Gas Association
with respect to the net impact on domestic exploration and produc-
tion assuming the Agreement goes into effect?

Mr. McCormick. Well, it is our view that it would not adversely
impact it. As a matter of fact, it could enhance it in certain ways.

The reason for that is, one of the difficulties of natural gas has
been a perception among some industrial users that future supplies
are uncertain. I think bringing the Canadian resource base and
making it available in effect to the United States would allay some
of those concerns and enhance the prospect for more long-term con-
tracting between producers and users.

As I mentioned, I think the additional supplies from Canada
would also largely be used to displace oil, foreign oil, throughout
the United States. As I mentioned, going up to the full 1.7 trillion
cubic feet could result in the elimination of about a million barrels
a day of oil imports, and that would be very substantial.
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I think the treaty, although some of the gas producers have con-
cerns about it, I personally believe it will be beneficial to the gas
industry, all segments of it.

Senator RIEGLE. If you take the northern tier States, which of
course includes Michigan, is there a particular advantage to those
area of the country in terms of this kind of a new energy connec-
tion in your view?

Mr. McCormick. Well, there is, because those States are geo-
graphically close to Canada and the farther you have to go into the
interior of the United States, the more it costs to transport Canadi-
an gas there.

On the other hand, Michigan is pretty far from the Gulf Coast
and Texas and some of the U.S. gas-producing areas, and our trans-
portation costs from those areas are higher, which makes energy
costs in our State from those sources at a competitive disadvantage
to States in the South who are large producing States.

So I think, from the standpoint of the Midwest and the upper
tier States, access to secure Canadian supplies is good for energy
users and will result in the long run in lower energy costs, a better
competitive situation for those industries both in the United States
and in the world trade.

Senator RIEGLE. Let me ask you to just comment on the issue of
something that would interrupt supply later on down the line,
some kind of genuine emergency or some problem that would cause
the Canadians to strongly feel that they need to keep their gas at
home after we had come to rely on an increasing part of it.

What is your view on how the treaty works in that area? Is it
sufficient, in your view, or are there soft spots?

Mr. McCormMmick. I think it is sufficient, and I think that was a
key and major issue of the negotiations from the U.S. standpoint
because one of the major concerns of course is that they would in-
crease their price or reduce the volume across the border in some
arbitrary fashion. And the provision that addresses this provides
that, in the event of a Canadian energy shortage, they must contin-
ue to supply their American customers, and they must only make
reductions on a pro rata basis to all of their customers both in the
United States and in Canada.

So, if they have to make a 10-percent cutback because they don’t
have the energy, then they would cut back Canada 10 percent and
the U.S. customers 10 percent. So there would be no discrimination
with respect to curtailments if an emergency situation happened.

I should say in the same breath that that is somewhat theoreti-
cal, because the gas reserve picture in Canada relative to their pro-
duction is three or four times better than the United States. Our
current reserve life index in this country is only about a third of
what it is in Canada, which means that there are large Canadian
reserves relative to their production, so that this wouldn’t be a con-
sideration for some time in any event.

Mr. BuckLEY. Mr. Chairman, if I could just add to that, that pro-
vision also covers oil, crude oil, refined products, all energy im-
ports. It is not just gas. So there is a great deal more security built
into those provisions across the board than we have right now
without the agreement.
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Senator RiEGLE. Well, thank you very much for your responsive-
ness.

The CHAIRMAN. Thank you very much Senator Riegle.

I apologize to you gentlemen for having to leave the room from
time to time. We have been very much involved in negotiations on
the Trade Bill, trying to finish that one up.

Mr. Bush, you heard a number of comments about FERC Order
256 and having them conform to FERC billing processes, and I
heard a number of comments about it.

But there has been some feeling that we could have the undoing
of that particular order by appealing to the Binational Tribunal.
What is your feeling concerning that?

Mr. BusH. Senator, it is a serious concern for domestic gas pro-
ducers. Opinion 256 righted what was a very difficult situation for
domestic gas producers trying to serve into the critical California
market and in the Northwest.

You see while Canadian gas represents only 5 percent of the im-
ports in the United States, it represents a very significant competi-
tor in California and the .Pacific Northwest. Heartland of the
United States in a large measure and in the Northeast.

So it is important to understand that, while it is small national-
ly, it can be a very effective competitor against domestic producers
trying to go into California, for instance.

Opinion 256 has been roundly challenged by the Canadian Gov-
ernment. We would assume that the Canadians will—as Senator
Domenici indicated, there are indications in publications, in analy-
ses of the Canadian Government, that challenge 256, through the
bi-national resolution procedure.

Our fear there is twofold: One is that it be raised retrospectively,
if you would, after it had been put through by FERC; and also that
the Binational Resolution Procedure, as I understand it, assumes
the power of no further review, that basically it is a five-member
panel that sits down and makes an ultimate decision about wheth-
er or not this thing fits and is consistent with the Free Trade
Agreement. And it is entirely conceivable that in this issue, retro-
spectively, if there were such a judgment made, the Congress I
think ought to be at least considering what the impact would be of
having this overturned with no further review either in the U.S.
courts, at the U.S. FERC, or in the Congress.

So it is a consideration that we think in some ways the Congress
could address probably, in a very efficient fashicn, by simply the
enabling legislation or separately getting an agreement that States
of both nations feel it is consistent or that Opinion 256 is consistent
}vith the Free Trade Agreement. And I think it is a very important

actor.

The CHAIRMAN. It seems to me it is.

Mr. Conklin, as you look at the regulatory schemes that the nat-
ural gas industry is subjected to, the producers, pipelines, in this
country as compared to that of Canada, when you sift through it
all, do you think there is a competitive advantage or to the United
States in that regard? And if you think there is a competitive ad-
vantageqto the Canadians, what do you think we ought to do in this
country?
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Mr. ConkLIN. I think, as your question to Mr. Bush, Opinion 256
will certainly help us as far as all of us being subject to the same
regulations as far as pricing is concerned, when you take a two-
part pricing.

At this moment, when the gas is going into California—and I
bappen to either be fortunate enough or unfortunate enough to
compete at the border of California with the Canadian gas—with
the commodity charge and the way that the ERA is allowing that
to happen at this point, there is a slight advantage to the Canadi-
.ns.

But then when it goes across into the State of California, then
their product is slightly higher than the domestic product coming
out of the New Mexico, Texas, and Oklahoma area.

So if we were all subject to the same regulations, Mr. Chairman,
I think that we would be fine. I don’t think there would be any
problem.

The CHAIRMAN. Mr. Gentry, your organization has long fought
for the idea of energy independence in the name of national securi-
ty. Do you think this agreement helps the United States from a na-
tional security point of view. or does it create problems? And I wish
you would give me some detail in your answer.

Mr. GENTRY. Yes, sir.

Mr. Chairman, on balance, if it is a question of substituting Ca-
nadian gas for foreign oil imports, that has got to be a plus.

However, there are questions in our minds about the mechanism,
about the relationship between the Canadian Government, the pro-
vincial governments, and the commitment and the mechanisms by
which the shield that Senator Domenici referred to and the securi-
ty, the energy security, feeling that we should have that has been
referred to by other people here on the panel.

So I think that the agreement would be better than what we
have now. But does it allow U.S. producers to compete in the mean-
time to determine if they can be a part of the developing new areas
of gas utilization, or backing out the foreign supplies of 0il? And I
think on that question the answer is, No, it does not.

But if your question is would we be better off from the security
%)(oint of view than we are right now, I believe the answer to that is

es.

Mr. BuckrEy. Mr. Chairman, could I just add a point to that?

The CHAIRMAN. Sure, Mr. Buckley.

Mr. BuckLey. I think what you need to recognize is that every
megawatt of hydroelectric power that comes in from Canada, every
barrel-equivalent of natural gas that comes into the United States
from Canada, every barrel of crude oil, every barrel of refined
products all of those energy imports back out other, as a marginal
source, other imported oil, and mostly the long-haul crude from the
Middle East.

So there can be no question that this agreement tremendously
enhances the energy security of the United States in the short
term, in the medium term, and in the long term.

To be sure, there are problems here, but those problems we can
address in our own domestic agende, and this agreement specifical-
ly provides that both countries can provide incentives to their
energy industries, and we can, and we support those incentives.
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But to defer or delay or postpone or not enact this legislation
this year, to enable this agreement to go forward, would be a tre-
mendous blow to the energy security of this country and I think,
therefore, the national security of this country.

The CHAIRMAN. Mr. Buckley does your company operate in
Canada?

Mr. BuckLey. No. We have a long-term processing arrangement
with a Canadian refinery. We don’t own the plant. We provide
crude to it and take products from it just as we have an arrange-
ment with Chevron at a refinery in Philadelphia.

The CHAIRMAN. Your company doesn’t own minerals in Canada?

Mr. BuckLEY. No.

The CHAIRMAN. Mr. McCormick, on that point, there are those
who would argue that the rules for investment in Canada for
American investors are somewhat limited as compared to our rules
here. Would you respond to that?

Mr. McCormick. I think that is the case. In a number of areas
that is the case. And there are no limitations here.

The CHAIRMAN. Has that been taken car of in this agreement?

Mr. McCorMick. It has not, but I don’t think it is necessary to
take care of that. If the United States were to decide that it wanted
to limit foreign investment for any reason—national security or
any other reason—it certainly hes a right to do so.

The CHAIRMAN. Would you recommend that?

Mr. McCorMick. I don’t recommend it in most areas. I don’t
think it necessarily would be a wise thing in most areas, but there
are certainly some areas where it might be advisable. I don’t think
it is good policy. I certainly don’t think it is. .

The CHAIRMAN. Would you contend that there is equal treatment
between the two countries insofar as that?

Mr. McCorMick. No, I wouldn’t say it is equal, Mr. Chairman,
but I think there are a lot of things that aren’t the same between
Canada and the United States—tax rates. You can go through a
laundry list of all kinds of areas that are different.

I don’t think the fact that the U.S. has limitations on Canadian
investment affects the energy crisis any substantial amount. I don’t
think it really relates to the competitiveness of Canadian energy
f\‘lersus U.S. energy. It is an issue, but it is an issue in a different
orm.

The CHAIRMAN. I always thought it was interesting that we had
a Toronto newspaper owning a Houston newspaper, but they were
violently opposed to a United States company owning Canadian
newspapers. (Laughter)

Gentlemen thank you very much. We will go into recess.

[Whereupon, at 12:09 p.m., the hearing was recessed, to resume
at 10 a.m. on Friday, April 15, 1988.]






APPENDI X

ALPHABETICAL LIST AND MATERIAL SUBMITTED

Statement of

Thomas Altmeyer
Sr. Vice President, Government Affairs

National Coal Association

on the

Canada - U.S. Free Trade Agreement

Mr. Chairman, my name is Thomas Altmeyer, Sr. Vice President
Government Affairs of the National Coal Association (NCA). I am
accompanied by William Hynan, Sr. Vice Presideﬁt. Law (NCA), and
Connie Holmes, Sr. Vice President Policy (NCA). The National
Coal Association is an organization representing producers of i
coal from the smallest to the largest, operating in all producing
regions of the country and mining all qualities of coal. NCA
member operations comprise the majority of the commercial coal

production in the United States.

We commend you for holding these hearings to explore the
effects that the Canada - U.S. free Trade Agreement (FTA) will
have on United States industries and appreciate the opportunity

to review the coal industry’s position on the FTA.

6D
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NCA supports the concepts of free trade that are embodied in
the FTA. NCA {s concerned, however, that adverse consequences to
the U.S. coal industry may result from an increase in electricity
tmports and/or a dimunition of our ability to compete with
Canadian coal producers in U.S. and Canadian markets. Both could
result in lower coal production in the United States than would
otherwise be expected. Further, a significant question exists
on the authority, and thus the ability, of the Canadian federal
government to fulfill its commitments where conflicts exist with
the provinces. We recommend that the Committee evaluate the
concerns raised by these issues in formulation of iﬁplementing or

companion legislation.

We would suggest four actions, two directly related to
consideration of implementing legislation, and two that are
separate and apart, that would be first steps in putting the
United States and Canada on a more equal basis in the area of

coal ana electricity. R

First, we would suggest that the working group on subsidies
established by Article 1907 of the FTA be given‘specific
direction, within time certain, to assess, identify and quantify
all subsidies available to either Canadian or U.S. utilities in

order to facilitate trade balancing actions.

Second, appropriate agencies should be directed by the
Administration to address the federal and state regulatory
problems that act as disincentives to the construction and
operation of coal fired power plants and constrain U.S. utilities

ability to compete with Canadian power.

Third, legislation should be considered to provide U.S. coal

producers tax incentives similar to those available to Canadian

coal producers.
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fFinally, the Congress should obtain clarification of the
question of the authority, and thus the ability, of the Canadian
federatl sovernment to enforcg the provisions of the FTA in the
provinces when conflicts arise between terms of the agreement and

provincial law or regulation.

I would like to point out that the United States’ coal
industry is in a unique position with respect to trade with
Canada. Canada is the single largest foreign customer for our
coal, importing an average of 15 - 16 million tons annually.
However, the potential exists that the coal industry could 1lose
domestic markets as a result of an increase in electricity
imports on a firm, or long term contractual, basis. Our thoughts
on the Free Trade Agreement must consider both these factors and
weigh the advantages of export to a market that could increase

with the potential loss of markets within the domestic utility

industry.

Since 1970, the United States has experienced a sixfold
increase in electricity imports. In 1986, the U.S imported 39
billion kilowatt hours (KWH) from Canada, in 1987, the figure was
approximately 47 billion kilowatt hours. 1In 1986 and 1987, U.S.
exports of electricity were 4.7 and 3.5 billion KWH,
respectively. This is an outgrowth of a trend toward long term
firm supply contracts and away from the short term two-way
exchanges of electricity required to maintain system relijability.
{A more detailed discussion is included in the attachment to this

statement UNITED STATES COAL AND CANADA.)

The level of electricity imports is projected to continue to
increase. The Edison Electric Institute has forecast a net peak
of 63 billion KNH imports in 1995. Other forecasts, including
those of the National Energy Board of Canada, tend to confirm

this estimate.
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This increase, and the resultant U.S. dependency on imported
power is occurring for two reasons. In Canada, utilities, which
may have cost advantages avaflable either by virtue of their
status as Crown Corporations and/or because of the type of
generating capacity available, are being actively encouraged to
increase exports. In the United States a ready market for
exported electricity is available due to public policy and
regulatory practices which discourage U.S. utilities from
building facilities recessary to meet their own electricity

requirements.

Only the first reason, differences in costs, can be
addressed within the framework of the FTA. The second requires
action by the Congress and appropriate regulatory agencies at

both the Federal and State levels.

Statements have been made that subsidies available to
Canadian utilities by virtue of their status as Crown
Corporat1on§ allow the utilities to compete an a "more than
equal” basis with U.S. utilities in providing long term power for
U.S. markets. Examples given include freedom from taxation,
government assumption of exchange rate risks, initial financing

by government and government guarantee of debt.

The FTA did not address the identification and elimination
of subsidies which affect free and fair trade. However, both
sides did agree that current laws and procedures dealing with
subsidies and dumping would be maintained along with the right to
bring countervailing or anti-dumping actions against either
country. The right to impose duties or tariffs on energy imports
(or the imports of any other commodity) should it be proven that

either country is subsidizing its industry are also preserved.

Further, Article 1907 of the FTA establishes a working group

to "seek to develop more effective rules and disciplines
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concerning the use of government subsidies; and to seek to
develop a substitute system of rules for dealing with unfair

pricing and government subsidizatfon.”

tanguage directing the working group, within a time certain,

to assess, 1dentify and quantify subsidies available to either
U.S. or Canadian utilities and to recommend ways to offset
advantages that these subsidies might-afford in electricity trade
should be included in the implementing legisliation.

On the domestic side, Congress must look at U.S. laws and
regulation that put U.S. electric utilities and U.S. coal
companies at a competitive disadvantage with Canadian utilities.
Some U.S. utilities chose to import power rather than build their
own generating facilities to meet demands because it is a lower
risk option. High costs of construction, made even higher due to
the extended time required to site and permit a plant; wuncertain
and ever changing environmental regulation and standards; and
state public utility commission prudence reviews in addition to
other factors combine to make utilities reluctant to pian for the

future while creating a ready market for imported power.

The Canadians recognize the market advantages to their
utilities and thetr economy by reason of U.S. actions the
Canadian government actively encourages export of power. As
stated by Marcus Massey, Energy, Mines and Resources Minister in

remarks to the Board of the Canadtan Electrical Association in

Ottawa this past Fall:

"Canadians are right to try to expand their electricity
exports. Why? Several reasons:

--Electricity construction projects create jobs and
provide a market for Canadian industrial products;

--Electricity developments lead to new technologies and
help us to develop our engineering expertise which can
be sold around the world.
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--Electricity exports generate profits and thereby
raise national income;

"Electricity exports, especially hydroelectric exports, can
also come back to us.

" A hydroetectric facility can last for 100 years, or

even longer. Suppose we sign an export contract for 25

years. Then, with the contract in our hand, we build

our hydroelectric project. The export revenues will pay

for it. Then, when the 25 years are up, the facilities

come back to us. For the next 75 years, the

electricity ts ours to do with as we wish. We can

either consume it ourselves or export it again. This

is literally a way of turning rain into money. The

export market is there. The United States may reqguire

as much as 100,000 megawatts of new capacity by the

year 2000."

With respect to coal production, there are structural and
policy differences between our two couniries that result in the
U.S. and Canadian coal industries competing on unequal terms.
This is in part because the tax structure affecting Canadian

mining companies is more favorable.

Canada’s federal income tax system has deductions and
incentives more liberal than the U.S. Internal Revenue Code. For
example, mining companies for Canadian federal tax purposes are
permitted to deduct all exploration and development expenses and
a depletion allowance of 25 percent of income. A variable
investment tax credit is also provided and the current Canadian
federal corporate income tax rate is phasing down to 33 percent
in 1989. Canada does not have a Black Lung Tax or an Abandoned
Mine Lands Fee which collectively total $§1.25/ton for underground

coal and $0.90/ton for surface coal in the United States.

The FTA recognizes structural differences but does not
provide a clear prescription for dealing with these inherent
differences in a circumstance where the two economies are to
become essentially one unit. From the perspective of the coal
industry we cannot suggest that changes be make in Canadian laws.
Rather, we believe that some of the disadvantages inhereat in our
own system should be modified to make the economic unit

envisioned in the FTA equitable for all concerned.
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With this goal in mind, we would suggest changes to afford
U.S. producers more favorable tax treatment similar to that
available to the Canadian coal industry. A move toward a more
level playing field could be effected initially through
legislation to: restore the percentage depletion allowance to
the pre-1983 effective rate of ]0 percent; removing half the
depletion allowance as a preference item for Alternative Minimum
Tax purposes as is done for book income; allowing full expensing
rather than partial capitalization of exploration and development
costs; and crediting coal companies Abandoned Mine Land payments

towards the Superfund Excise Tax liability.

A final area of concern which is generic to the underlying
rationale for the FTA with respect to energy trade, as well as
all trade, is the authority and thus the ability of the Canadian

federal government to enforce the provisions of the FTA.

In the United Statés, the federal government has clear
Jurisdiction over the states wherever interstate commerce is
concerned. In Canada, however, the Canadian federal government
does not have the same level of authority over provincial
governments. A statement by the Ontario Attorney Gereral, Ian

Scott, cites a Privy Cquncil review of a Canadian Supreme Court

decision:

"The Federal Government has the power to make a treaty,

the federal government of Canada does not have the

power to implement that treaty in areas of provincial

Jurisdiction.”

It can be inferred from this decision that in areas where
provincial Jurisa}ction overrides, the Canadian provinces will
not have to abide by the terms and conditions of the FTA. In the
United States however, states and industries are bound by the
agreement. It would appear that each province wouid have to

ratify the FTA for the same to be true in Canada.
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This vitally affects electricity and other energy trade.
Provincial governments exercise control over the electric utility
fndustry in two areas: vrates, including the review of any
potential rate impacts that would occur as a result of proposed
export projects; and the development of the electric utiiity
industry within the province to serve both domestic and export

customers.

The authority of the Canadian federal government to enforce
the terms of this agreement should be clearly delineated before
Congress considers implementing legislation. The resolution of
these questions could definitely affect the retiability of

imported power, or other forms of imported Canadian energy.

This concludes our statement Mr. Chairman. Thank you for

your time. We would be pleased to answer any questions.

THE FTA, UNITED STATES COAL AND CANADA

With respect to energy trade the FTA expressly prohibits
quantitative restrictions, {import or export taxes and minimum
export or import prices. The agreement seeks to ensure open
market access and requires equitable sharing of energy should
shortages occur that would otherwtse result in abrogation of an
existing supply agreement.

Coal is not specifically addressed as coal trade can and
does take place with no restrictions. There are no licenses,
tariffs, permits, etc. required in either country for coal
exports. The FTA does not address the question of production or
transportation subsidies or other favorable treatment that might
enhance the competitiveness of either coal industry.

In the glectricity area, Canada has agreed to eliminate
National Energy Board (NEB) requirements that electricity exports
must be priced at approximately the cost of the least cost
alternative to the U.S. purchaser. 1" Canada has also agreed to
implement the "surplus” teit on electricity exports "in a manner
consistent with the FTA."

The United States’ coal industry is in a unique position
with respect to trade with Canada. Canada is the single largest
foreign customer for our coal, but there is a potential that the
coal industry could be effected by the loss of domestic markets
due an increase in the importation of electricity on a firm
power, or long term contractual, basis. Our thoughts on the Free
- Trade Agreement mast take both of these factors into account
and weigh the advaniages of export to a market that could
increase with the potential loss of domestic markets.
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Canada js the Upnited States’ Largest Foreign Coal Customer

In 1987, Canada imported 15.2 million tons of coal from the
United States. The next two largest customers, Japan and Italy,
took 11 and 9.5 million tons respectively. With very few
exceptions, Canada has, for many decades, annually ranked as
first on the list of foreign customers for U.S. coal.

The U.S. ships both steam and met coal to Canadfan
customers, primarily in the eastern provinces. Most of this coal
is mined in the Appalachian coal fields Steam coal goes to
Ontarijo Hydro and cement and industri2i plants in Ontario and
Quebec. Met coal goes to Algoma Steel Company from West Virginia
mines which are owned by the steel company and from other U.S.
producers in Appalachia to Canadian steel mills. We expect this
trading relationship, which last year contributed almost $700
mitlfon towards a favorable balance of payments and provided
employment for approximately 5000 miners throughout the
Appalachian region, to continue to benefit the U.S. coal
industry and the economies of both countries.

If utility companies in the eastern portion of Canada add
coa) fired capacity, or operate existing coal plants at a greater
rate, coal exports could increase.

Imports of Flectricity )

At the same time, U.S. imports of electricity have the
potential to displace domestic coal markets. U.S. utilities
have imported Canadian power for decades primarily on an
interruptible basis to meet system peaking and seasonal demands.
This two- way trade has been, and will continue to be, beneficial
to the reliability and operation of utility systems in both the
United States and Canada. ’

Since 1970, however, we have .een roughly a sixfold increase
in electricity imports. In 1986, we imported 39 billion kilowatt
hours (KWH) from Canada, tn 1987, the figure was approximately 47
billion kilowatt hours. U.S. exports of electricity were 4.7 and
3.5 billion KWH in 1986 and 87 respectively. Imports represent
only about 2 percent of total electricity produced in the United
States, but regional dependencies are significant, For example,
in 1936 the latest year for which data is available, the New
England states were dependent upon imported power for 9.2 percent
of their needs, New York was 12 percent dependent and the North
Central states of North and South Dakota, Minnesota, Iowa and
Nebraska (the MAPP glectricity region), was 7.3 percent dependent
on imported power.

The level of imports is projected to increase. The Edison
Electric Institute has forecast a net peak of 63 billion XWH
imports in 1995. Other forecasts, including those of the
National Energy Board of Canada and those of NCA, tend to confirm
this estimate. [Imports will be to the areas mentioned above: New
England, New York and the North Central region. States in the
Northwest are also likely to take more power from Canada.

Electricity Trade is now on 3 Long Yerm Basis

Although historical trade has been on an exchange,
interruptible basis, most of the increase in trade has been, and
will be, for firm power imports. This is power under long ternm

contract obligating the utfilities to import a guaranteed amount
of power and requiring Canadian utilities to supply the power.

These long term arrangements can appear very attractive to a
U.S. utility. The United States has, unfortunately, seen a
steady increase in barriers to building new, efficient, base-
loaded genuratln? capacity and the power lines to effectively tie
electric power plants together. Under firm pcwer import
arrangements, U.S. utilities can use Canadfian imports as a
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substitute for building new base-loaded power plants. The
financial and regulatory uncertainties surrounding new
construction have led utilities to turn to Canadian imports which
may not require large up front capital investment by the U.S.
ut{lity. In the Unfted States there is the very real possibility
that state public utility commissions may not allow a return on,
or recovery of, investments.

This strategy 1s not without risk to the U.S. power
generation infrastructure as these contracts are merely delaying
capacity decisions to some future date. As long term contracts
with Canada utilities expire, bacause these contracts do not
equal the life span of a domestic coal-fired power plant,
capacity to replace the contracts will be required. Well before
that time, the utility will have to (1) begin its own
construction program, possibly at costs much higher than current
costs, (2) will have to bid for generating capacity from third
party producers, or, (3) start renegotiating with the Canadian
power producers - if the Canadian utility does not need the power
for domestic markets.

Effects of Imports on Domestic Coal Production

National Coal Association is currently completing an update
of a July, 1987 analysis of the effects that electricity imports
have had on tne domestic coal industry. This will be made
available to the committee in its entirety when completed.
Preliminary results, however, indicate that in 1986 electricity
imports displaced some 6.3 million tons of U.S. coal production.
Most of the ccal displaced was in the North Central region, where
about 4.7 million tons of U.S. coal was displaced by imported
power, the remainder was displaced coal use in the Northeast.

As electricity imports increase, so does potential coal
displacement. Our preliminary analysis, which looks at the next
10 years, 1indicates that Canadian utilities have the capacity,
technological expertise, financing and organization to continue
to expand their electricity export markets in all U.S. regions
bordering Canada. It is possible, if U.S. utilities do not add
utility owned generating capacity or do not purchase domestically
generated power from cogenerators or independent power producers,
and chose instead to increase power imports, that as much as 24
million tons of domestic coal could be displaced by 1996.

This analysis will be available in 1ts entirety by the end
of April, 1988.

1 The NEB currently has three pricing tests for proposed
exports: (1) the price must be sufficient to recover all costs
(including social costs) incurred in Canada; (2) the price
charged cannot be less than the price charged a Canadian utility
of custcmer for equivalent service; and (3) the export price
cannot be materially less than the least cost alternative of the
U.S. purchaser. The NEB can continue to apply price tests (1) and
(2) under the FTA.

2 The NEB currently subjects applications for exports of
firm contract electricity to a surplus test as well as the three
price tests. The applicant utility must prove that the power to
be exported is "surplus" to national Canadian needs by cffering
all neighboring provinces the same quantity of electricity at the
same price as that planned for export. If those provinces refuse
the opportunity to purchase, the export is deemed "surplus.”

3 source: "Electricity Transacttons Across International
Borders - 198b", published by the Economic Regulatory
Administration, Office of Fuels Programs, U.S. Department of
Energy.
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John Buckley,
Vice President for Vholesale Marketing,
Cumberland Farms. Ine.

Mr. Chairman and Members of the Committec:

Good afternoon. My name is John Buckley. 1 am Vice President for
Wholesale Marketing of Cumberland Farms, Inc. 1 appreciate this opportunity to present
testimony on behalf of the Citizens for the U.S.-Canada Trade Pac!. a ccalition of which

Cumberland Farms is a member.

I. INTRODUCTION

The Citizens for the U.S.-Canada Trade Pact urge Congress to implement
promptly the Canada-U.S. Free Trade Agreement ("FTA"). The FTA constitutes a
dramatic reaffirmation of the close political and economiec relationship between the two
countries.

As its core object. the FTA would eliminate tariffs on bilateral trade. The
FTA also addresses a variety of more specific issues, including agricultural trade, trade
in services. automotive trade, trade in financial services, energy trade and similar
matters. Changes to the customs and international trade laws of both countries will be
necessary to accommodate this new relationship. Finally, the FTA creates binational
institutions to provide mechanisms for dispute resolution, to administer and interpret the
FTA, and to conduct reviews of final determinations under both countries' antidumping
and countervailing duty laws.

The FTA energy provisions will benefit both countries by allowing economic,
not political, factors to play a greater role in determining energy trade and investment
flows between the two countries. The energy provisions will promote an atmosphere of
assurance that government intervention will not interfere with scund commercia!
relationships. They also will stimulate the attainment of natural economic efficiercies
in energy trade. Moreover, the FTA will eliminate many of the uncertainties surrounding
the investment climate in Canada.

Although its impact in the energy sector should not prove dramatic
immediately. the FTA will eliminate the uncertainties about government intervertion
that impeded the development of otherwise logical economic relationships between the

two countries. For these reasons. the Citizens for the U.S.-Canada Trade Pact support
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the prompt introduction and enactment of implementing legislation for the FTA under

Congress' fast-track procedure.

. INTEREST OF THE CITIZENS FOR THE U.S.-CANADA TRADE PACT

The Citizens for the U.S.-Canada Trade Pact ("CFTP") is an ad hoc coalition
of petroleum products marketers who favor implementation of the FTA. Its members are
Cumberland Farms, Western Petroleum Company, By-Lo Oil Co., Striker Industries, Mid-
States Pectroleum and Gull Industries. These companies market refined petroleum
products, largely gasoline, along the northern tier of states from Maine to Washington
state.

The CFTP emphssizes that its members' support of the FTA is reflective of
their long-standing commitment to free trade generally. Members of the CFTP have
long been proponents of unrestricted access to offshore supplies of crude oil and refined
petroleum products. Even without an actual influx of imports of these products. the
mere availability of alternative sources induces efficiencies and price discipline in the
U.S. market. Those effects in turn benefit energy consumers. The CFTP's support for

the FTA thus is part and parcel of its members' pro-competitive stance.

1118 BACKGROUND ON U.S.-CANADA ENERGY TRADE

During the 1950s and 1960s, bilateral energy trade was not subject to the
same degree of government intervention as in recent years. Increased imports into the
United States, and ultimately the Arab Oil Embargo and its progeny, prompted both
governments to intervene heavily in their respective oil markets. This interference not
only impeded trade and investment flows, but also created an atmosphere of uncertainty
that discouraged the development of long-term commercial and investment
relationships. It should be noted that, although outside of the scope of this testimony,
there also has been varying and substantial intervention by the two governments in
non-oil energy markets. -

A. U.S. Import and Export Controls

The United States has long maintained restraints on imports of ecrude oil
and/or refined petroleum products. These restraints have affected imports from Canada
to varying degrees.

In 1959, President Eisenhower established the Mandatory Oil Import Program

("MOIP") restraining U.S. Imports of crude oil, unfinished oils, and refined petroleum
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products. But overland imports were exerpted from the program. This exemp:
meant that Canadian oil transported by pipeline or other overland method couid be
entered into the United States and not be subject to import restraints.

The overland exemption was terminated in 1979, however, with respect to
crude oil and unfinished oils. From 1970 to 1973, irperts of erude oil and unfinished oils
from Canada into regions east of the Rocky Mountains were subject to relatively libera.
quotas.

The MOIP was replaced in 1973 by the oil import fee program. Although
special treatment was once again afforded Canada. imports from Carada nevertheless
were subject to a fee-quota arrangement. I[mports of crude oil and unfirished oils could
be entered without fee up to a liberal qucta amount for Canada alone; imports in excess
of the quota were subject to the fee. Tne juota could be raised if consistent with tre
purpose of the fee program. Moreover. imports of refined petroleum products from
Canada were subject to fees along with refined products imports from all other sources.
These restraints on imports were a component of price and allocation controls in the
domestic market. The fee program was terminated with respect to all imports in 1980.

U.S. exports of crude oil and refined petroleum products have remainec
modest since 1959. Indeed. exports of crude oii have been effectiveiy embargoed since
the imposition of price and allocation controls in 1973. An exception was allowed for
what were essentially barter exchanges with Canada. Since 1985. exports of crude oil
from the lower 48 states have been allowed. but only to Canada. Refired products
exports have been permitted and have increased significantly since liberalization of the
U.S. export licensing program in 1981,

The ability to import &nd export crude oil and refined petroleum products
thus has been subject to frequent and changing U.S. government regulation. Although the
United States' special relationship with Canadas was recognized consistently in these
programs. imports from Canada nevertheless were regulated starting in 1970. The
changing and frequent U.S. government intervention injected great uncertainty into the
bilateral oil market.

B.  Canadian Government Intervention

Before the Arab Oil Embargo in 1973. Canada allowed liberal U.8. access to
its oil rescurces. That event marked a watershed in Canadian oil policies, however.
Subsequent Canadiarn oil policies displayed a much more protective attitude toward its oil

resources.
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As noted. U.S. import restrictions did not apply to overiand imports .~ti)
1970, and Canada refrained from restraining its exports unti! 1973. U.S. imports of erude
oil and refined petroleum products from Carada thus grew steadily and dramatically
throughout the 1960s. Despite the imposition of U.S. import quotas in 1970. U.S. imports
of all crude petroleum and refined per u.ou prurduets from Canada continued to grow
urti: 1973, when it reached a peak of rc.=.v 184 mi'lion barrels (or an average 1.3 millic-
barrels per calendar day).

In that year, however, Canada reacted dramatically to the world panic
engendered by the Arab Oil Embargo. Canada imposed crude oil and refined produc's
export restraints in March 1973. Sharp increases in shipments to the United States
preceded this action. Canada further implemented an export tax in Septembe~ 1973 t
make domestic price controls effective. U.S. imports from Canada fell sharply to 170
million barrels in 1978, and fluctuated until they reached a post-1968 low of 163 millien
barrels (447.000 barrels per calendar day) in 1981.

Between 1973 and 1985, therefore, Canada has had a regulated oil market.
The Canadian government controlled prices in Canada. and export restraints continued in
the form of a surplus test and export licensing requirements. With the recent oil glut,
there has been liberalization and decontrol since 1985. Indeed. U.S. imports of all
petroleum products from Canada have increased steadily since 1981 to reach 288 million
barrels in 1986 (or an average 789.000 barrels per calendar day).

The Canadian government also interfered significantly in ene-sgy
investment. During the 1960s. foreign ownership expanded dramatically. Some limited
restrictions were adopted (such as the limits on production licenses on federal lands), but
serious action was not taken until the 1970s. and then in conjunction with a broader
program to limit U.S. involvement. During that decade, the government of Prime
Minister Pierre Elliot Trudeau introduced the Foreign Investment Review Act program.
This _px:ogram enabled the Canadian government to screen and, where it deemed
appropriate. prohibit the acquisition of Canadian business enterprises. The general
program was prompted by a Canadian perception that U.S. investors were increasingily
dominating Canadian industry.

These broader concerns were accentuated in the case of oil because of its
importance and because of fears that without government intervention Canada would be

relegate& to the role of a supplier of ~atural resources to the United States. Petro-
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Canada -- a federally-owned corporation -- was created in 1975. and rapidly became
Canada's sixth largest producer. The most draconian intervention. however. was effected
through the National Energy Program ("NEP") implemented in 1980. The NEP contained
a requirement of 50 percent Canadian ownership of the oil and gas industry by 1990. and
other Canadianization provisions. U.S. investors immediatecly began to sell their
ownership shares so as to secure the maximum possible value before the forcecd
divestment. This policy has been eased substantially since 1984, however.
C.  Consequences of Policies of Government Intervention

There thus has been a history of substantial goverrment intervention in the
energy markets of the United States and Canada since 1970. This interference has had
two consequences.

First. government intervention has interfered in the operation of the
market. Long-term contracts for supply have been discouraged. Indeed. current
Canadian regulations require the insertion of a clause in oil export contracts relieving
the Caradian exporters of their obligation to export if restrieted by the Canadian
government. Moreover, U.S. ownership of Canadian energy companies was subject to
forced divesiment under the NEP, reducing the return received by U.S. investors.

Second. and more importantly. this tradition of government intervention
injected considerable uncertainty into the market. Perhaps more significant than the
mere presence of government intervention was the frequent change in the intensity and
form of government intervention. In a stable. albeit pervasive. regulatory environment.
businesses can still enter into long-term relationships because they have confidence in
the perpetuation of the current rules of the game. Even though the relationship might be
structured differently than without government interference, the relationship
nonetheless would develop.

An atmosphere of frequent changes in the rules of the game. however,
causes perceptions of greater risk. U.S. importers have been discouraged from relying on
Canadian supplies -- despite the fact that they might be the most logical in terms of
cost. geography. and similar factors -- because of the very real possibility that future
U.S. import restraints or Canadian export restraints would make continued access
difficult or impossible. Conversely. a Canadian exporter cannot feel assured about
exporting to the U.S. market when Canadian government export restraints or U.S.
government import restraints could subsequently deny market access. Nor can a U.S.
investor feel secure about an investment which may become subject to new and more

rigorous Canadian equity limits. and even divestment requirements.
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Government interference in the market. and the consequent uncertainties it
created. have prevented the achievement of economic efficiencies possible from close
and logical bilateral relationships, The FTA promises to permit, to the extent
appropriate. the creation of long-term commercial and investment relationships. These
relationships will be dictated by economic factors. not by political circumstances, and
thus will benefit consumers in both markets by virtue of enhanced efficiencies and other
effects. In many senses, therefore, the FTA constitutes a return to conditions in the
bilateral market preceding the tumultuous events—in the world energy market of the

1870s.

Iv. THE IMPACT OF THE FTA IS TO REMOVE THESE ARTIFICIAL IMPEDIMENTS
TO BILATERAL RELATIONSHIPS AND THE ACHIEVEMENT OF ECONOMIC
EFFICIENCIES

The FTA will have two basic effects on bilateral trade in the energy sector.
First. the FTA will stimulate greater assurance about the government regulatory
environment, which will inspire confidence in the creation of commercial and investment
relationships as well as help to dampen panic in the event of dramatic disruptions in the
world energy market. The FTA also will stimulate the achievement of economic
efficiencies that otherwise might be lost because of government intervention in the
market. These consequences in turn have favorable implications for both U.S. and

Canadian energy security.

A. The FTA Will Stimulate Certainty as a Basis for Bilateral Relationships in
the Energy Sector

The FTA will stimulate greater certainty in the business community

regarding doing business in Canada or in the United States. The FTA will reduce risks
posed by entry into bilateral commercial or investment relationships.

Before turning to the ramifications of this greater certainty. however.
"certainty” must first be defined. It means a greater level of confidence that pclitical or
nationalist factors will not alter or destroy bilateral relationships. In essence. greater
certainty causes the reduction of risk assessments relating to doing husiness in Canada or
the United States. The greater certainty about the future fostered by the FTA aiso
relates to the degree of panic that results from dramatic dislocations in the world energy
market; the sense of security engendered by a stable bilateral energy relationship should
help to moderate panie in the event of a sharp disruption of supplies from, fcr example,

the Middle East.
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1. Commercial Relationships

The FTA will stimulate this greater certainty in three ways. First, it wili
facilitate the establishment of long-term commercial relationships where dictated by
geography and other economic factors. The FTA reaffirms the obligations with respect
to energy of both governments under the General Agreement on Tariffs and Trade
("GATT"). This incorporation of GATT into the FTA means that quantitative import
restraints may only be imposed in certain, limited circumstances. Moreover, the FTA
specifically acknowledges that GATT prohibits minimum-export and minimum-import
requirements in all eircumstances in which other quantitative restraints are prohibited.
These provisions will assure that impoct restraints are confinred to types (and
implemented in accordance with procedures) agreed upon by both governments in GATT.

With respect to export measures. the FTA will ensure that supplies are not
totally disrupted. An export restraint may not limit Canadian exports to the llnited
States (or vice versa) below the U.S. share of total Canadian suppiy during a recent
representative pericd. In addition. evourt restrzints may nct include government
measures that result in a higher price for exports than for domestic sales of the energy
product. Finally, the FTA prohibits the incorporation in e;port restraints of government
measures that would disturb normal channels of supply or rormal product mixes (for
example. the proportion between crude oil and refined products in total exports).

The FTA thus promotes greater certainty in access to supplies. That
additional assurance is particularly important when assessing the risks entailed by
another oil crisis. The FTA alleviates, with respect to Canada at least. some of the fear
that another world oil erisis would bring a repetition of the Canadian export or U.S.
import restrictions.

2. Investment Relationships

Second. the FTA will foster the establishment of long-term investment
relationships. The FTA will permit investment relationships to be determined more by
capital availability. reserves and market conditions than by political factors. Moreover.
U.S. investors will not have to hold as great a fear of nationalization, minimum equity
restrictions.  performance requirements. or the like imposed by a new Canadian
government.

The FTA accomplishes this by "locking in" the more liberalized currert

Canadian rvestment rules applicable to the energy sector. Under the FTA. Canada may
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impose energy investment regulations no more restrictive than those in force on October
4, 1987, These regulations have been dubbed the Masse Policy, which embodies a set of
rules regarding various aspects of energy investment,

The Masse Policy contains the following major elements:

. Foreign investors will be prevented from directly acquiring a
healthy Canadian company in the oil and gas sector.

. Nevertheless., the Canadian government will consider
permitting the direct acquisition of a Canadian business that
is financially unsound by U.S. investors. If a Canadian oil and
gas enterprise is already foreign-owned. the Canadian
government will normally permit sale to another foreign
investor, albeit perhaps with some generalized commitment
to expand Canadian ownership.

. With respect to indirect acquisitions, the Caradian
government may insist upon some general commitment to
expand Canadian ownership without imposing any specific
requirements.

. The Canadian government will continue to require that
entities seeking production licenses for Canadian federal
lands be 50 percent Canadian owned.

In essence. CTanada committed in the FTA to maintaining an investment policy in the
energy sector that is no more restrictive thsn the Masse Policy.

The Masse Policy obviously perpetuates some obstacles to U.S. investment in
the Canadian energy sector. By mandating that the Masse Policy is the maximum degree
of government intervention, however, the FTA provides substantially greater certainty
for potential U.S. investors, Canadian energy investment policies have fluctuated. but
displayed a general movement toward greater "Canadianization" in ownership regulations
since the 1960s. This trend culminated with the NEP's requirement of 50 percent
Canadian ownership by 1990, and the associated buyout of U.S. energy investments by
Canadian investors. This program abated somewhat with the advent of the Masse
Policy. The FTA minimizes the risk of a repetition of this evolution and thus provides
greater clarity for U.S. investors. This greater assurance -- that the investment climate
in Canada will remain stable for the foreseeable future -- is a positive development
despite the retention of substantial Canadian government regulation of investment in the

energy sector.

3. Effects in the Event of Market Disruption

Finally, the assurances provided by the FTA will help to assuage, albeit not

eliminate. the panic that no~mally follows dislocations in the international energy
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market. It is this panie, rather than actuei physical supply shortages, that has tended to
cause rapid oil price increases.

In the future, the United States wiil inevitably be reliant to some degree on
foreign oil supplies. This reliance need not amount to vulnerability. however. If events
in a politically unstable region like the Middle East disrupt oil supplies. the assurance of
access to Canadian supplies embodied in the FTA will help to dampen the panie. As
noted above, there will be less chance of a repetition of the Canedian government export
restraints that followed the Arab Oil Embargo in 1873. The FTA provisions. moreover.
signify to the market that not all foreign sources of crude oil and petroleum products are
susceptible to political interference, and that the impact of a disruption in supply should
be evaluated in its specific regional context rather than immediately assumed global in
scope.

B. The FTA Will Stimulate the Achievement of Economic Efficiencies in
Bilateral Energy Trade

The FTA also will stimulate the attainment of economic efficiencies in
bilateral energy trade. The history of government intervention related above has
hindered or prevented the achievement of such efficiencies. Although they will not be
dramatic in magnitude, there are clear economic complementarities that can be
developed, if only by virtue of the elimination of tariffs or geography. Moreover, long-
term investment relationships are made more possible by the FTA, thereby enhancing the
likelihood of the long-term development of high cost Canadian reserves.

1. Elimination of Tariffs

The clearest complementarity of the FTA will be the benefit provided
consumers through the elimination of tariffs. U.S. tariffs on crude oil and petroleum
products are significant; their elimination will yield substantial benefits for U.S.
consumers,‘especially along the northern tier.

Current U.S. tariffs on crude oil equal either 5.25 cents per barrel or 10.5
cents per barrel, depending upon the oil's specifie gravity. For petroleum products, U.S.
tariffs range from 5.‘275 cents per barre} on distillate and residual fuel oils (with a specific
gravity under 25 degrees API) to 52.5 cents per barrel on motor fuel and 84 cents per
barrel on lubricating oils. Imports of kerosene and naphthas. except those qualifvirg as
motor fuel, are assessed & duty of 10.5 cents per barrel.

U.S. imports of these products from Canada are substantial and growing.

1.8, imports of crude oil and shale cil from Canada, fer example, increased from 175
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million barrels in 1985 to 209 million barrels in 1986. Moreover. Canada is one of the
most significant sources of U.S. crude oil imports, aceounting for more than 12 percent
of total crude oil imports in each year since 1985. Canada placed within the top three
sources of U.S. crude oil imports during that period. A similar situation exists with
respect to petroleum products. Canada has been & leading source of U.S. imports of
motor fuels and lubricating oils, among other items.

The elimination of tariffs on these imports will provide substantial savings to
U.S. consumers. This benefit of the FTA can be illustrated by using 1986 as an
example. In that year. U.S. consumers paid $17.8 million in regular customs duties on
imports of crude oil from Canada, and another $6.9 million in duties on imports of
Canadian gasoline. These costs were concentrated disproportionately among consumers
along the northern tier of states. During the period January-October 1987, for instance,
only 2.3 percent of Canadisn crude oil and 11.0 percent of Canadian gasoline was
imported through ports outside of the northern tier. Nor are these imports distributed
widely once entered; generally, they are refined and/or marketed regionally where
imported.

The elimination of tariffs on imports of Canadian crude oil and petroleum
products thus will mean substantial savings for consumers of these products, especially in
the northern United States. This is the clearest and most direct. but by no means the
sole, benefit of the FTA energy provisions.

2. Commercial Relationships

Simple geography dictates that there are many complementarities along the
northern tier of the United States. Regional situations in both countries -- such as
location of transportatioa facilities, location of refineries and terminals, location of
pipelines. local compectitive circumstances and the like -- inevitably will lead to
complementary relationships along the borders. Some clear potential examples include:

. Canadian Crude Oil and Northern Tier Refineries

There are existing relationships between U.S. refineries in the
Midwest and Canadian crude oil exporters. A major pipeline
runs from Edmonton. Alberta through Minnesota, Wisconsin,
Illinois, Indiana and Michigan before returning to Canada near
Windsor, Ontario. Refineries located near St. Paul and
Chicago have long obtained crude oil supplies through this
pipeline. In the period January-October 1987, for example,
more than 69 percent of total U.S. crude oil imports from
Canada entered through Minnesota or Illinois customs
districts. The FTA will provide greater assurance that those
supplies will remain secure. Moreover. the U.S. Midwest
contains asphait refineries and refineries capable processing
heavier grades of crude oll. These refineries can complement
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Canadian producers of heavy oil and tar sands &s those higher
cost resources are exploited in the future.

Alaskan North Slope Crude Oil and Western Canadian
Refineries

An opposite complementarity might exist along the U.S. West
Coast. Crude oil extracted from Alaskan North Slope ("ANS")
fields has engendered an oil surplus west of the Rocky
Mountains in the United States. There are no U.S. pipelines
available to transport this oil to the more needy Eastern
regions. U.S. .aw, moreover, generally prevents the
exportation of this oil, even to refineries located just across
the border in Vancouver. British Columbia. The FTA would
allow the export of a limited quantity (50,000 barrels per day
on average) of ANS crude oil to these refineries. Moreover,
the requirements of the Jones Act will still be respected hy
the FTA. Under the FTA, the ANS crude oil must be shipped
by tanker to Washington state before being transported by
pipeline to Vancouver. In turn, gradually diminishing supplies
of Canadian light crude oil can be redirected East to
Canadian and U.S. refineries serving the Midwest and
Atlantic regions. Both countries thus can benefit by a more
efficient and secure regional allocation of crude oil suppties.

Canadian Energy Supplies Serving New England

The scarcity of various energy resources in New England is
well known. The FTA will provide a more favorable
atmosphere for the  establishment of long-term
complementary relationships in the energy sector to
ameliorate these problems. Canadian refineries located in
Newfoundland and Nova Scotia can serve New England
refined products markets. In the period January-October
1987, for example, 4.1 million barrels of Canadian gasoline
entered the United States through New England customs
districts. These imports represented more than 46 percent of
total U.S. gasoline imports from Canada. Under the FTA, the
Canadian refineries can be more assured that those markets
will remain open while U.S. consumers can be more assured
that those supplies will remain available. The same effects
would hold true in the reatm of hydroelectric energy, where
Quebec has expressed an interest in exporting more
electricity into New York and New England.

Transportation of Beaufort Sea Crude Oil through the Trans-
Alaska Pipeline

A more speculative, long-term complementarity might be
cooperation in the development and transportation of remote
Arctic reserves. For example, the Trans-Alaska Pipeline
could be used to transport crude oil production from remote
northern Canada. Canada appears to have substantial
reserves in the Beaufort Sea-Mackenzie River Delta region
along its northern coast. These reserves, however, are
located in a harsh environment and are very costly to develop
and produce. In the event that the world price of oil rises to
a substantially higher level, these reserves may become more
justified economically. A logical complementarity therefore
would be to avoid the enormous expense and ecological risk of
constructing a new pipeline when the crude oil could be
transported through the existing Trans-Alaska Pipeline.
Other, similar complementarities in these remote northern
regions also can be envisioned.
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3. Investment Relationships

The FTA also could stimulate the achievement of efficiencies in the area of
investment and even the sharing of technology. These benefits appear more speculative
because of current conditions in the world energy market. Nevertheless, the FTA will
provide a stable foundation for the mutually beneficial development of petroleum
reserves when justified by conditions in the world market.

Both the United States and Canada possess substantial oil reserves that are
extremely expensive to exploit. Colorado and Wyoming in the United States, and Alberta
and Saskatenewan in Canada, contain large reserves of tar sands and/or heavy oil.
Moreover, Canada has potentially large reserves in the Beaufort Sea/Mackenzie River
Delta region and offshore along its Atlantic coast. All of these reserves are extremely
costly to explore, develop and produce. The tar sands/heavy oil require special
processing to convert into synthetic fuels to be used commercially. Although apparently
comprised of lighter grades of crude oil, the Arctic and offshore reserves are in remote,
harsh environments. Indeed, certain reserves may not yet be recoverable because of the
need for more advanced technology before commercial operations could commence.

The development of these reserves cannot be justified economically under
present market conditions. The world oil price is simply not high enough to stimulate
investment, exploration or development. The artificial stirnulation of such development
would not benefit either country because it would require protected markets in which the
price of oil would be considerably higher than the international price. Such a differential
would undermine the competitiveness of energy-consuming industries in both countries.

If and when the world oil price does reach appropriate levels. however. the
FTA will further stimulate the expléitation of these high cost reserves in two ways.
First, it will provide a larger assured market over which to spread development and
production costs. The oil produced from these reserves will flow to its natural markets,
rather than to markets circumscribed by political factors.

In addition, the FTA will provide a stable investment climate. Such stability
will be important given the large amount of capital needed. Under the FTA. a larger
pool of capital will be available from which to draw for the exploitation of these high
cost resources.

Finally, technology flows may be enhanced by the FTA. The more remote
reserves, as noted. will require advanced technology to be made commercially feasible.

Synthetic fuel production, deepwater operations, and harsh Aretle environment
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operations all will benefit by a sharing of experience and technology between the
national oil industries. The greater atmosphere of assurance fostered by the FTA will
fucilitate the sharing of this technology. The FTA will dampen fears, . >r example. that
technology shared will later be nationalized and used against the provider. The long-
term relationships permitted by the FTA, and the greater confidence .t inspires, will
provide a solid basis for the necessary cooperation.

Various ec':onomic efficiencies thus will be promoted by the FTA. The least
cost alternative for crude oil and refined products will prevail along border regions,
stimulating competition and benefitting consumers. The FTA also will ergender price
discipline simply by virtue of the availability of assured alternate sources of supply. The
mere avaijlability of crude oil and refined products from Canada. in other words. will
provide an incentive for U.S. producers to engage in competitive pricing. Finally. the
FTA may accelerate the rate at which high cost reserves are brought into production.
when otherwise justified by world market conditions, because the FTA will provide a

larger assured market for production and a more favorable investment cliinate.

C. Implications for Energy Security

The FTA will have beneficial implications for energy security for both
countries. Although the FTA will not provide immunity from world market conditions, it
will render both countries better able to withstand the political exploitation of energy

resources or sharp disruptions of supply.

The FTA will provide the foundation for the complementary. efficient and
scund operation of the U.S. and Canadian energy markets. Such markets should prove
more resilient and more secure in a volatile world energy market. The assurance of
Canadian supplies, for example, should dampen the panic that often follows interruptions
in the flow of Middle Eastern supplies.

linally, both countries will benefit by the greater political and economic
flexibility permitted by resilient énergy markets. The actual and perceived vulnerability
of the United States to Middle Eastern sources of supply, for example, will be reduced by
the assurance of supplies from Canada. The United States accordingly will be better able
to select policy options that will lead to long-term stability in the region as opposed to
poiicy options that might expediently assure continued flow of petroleum supplies in the

short run.



V. CONCLUSION

The FTA should not be expected to cause dramatic changes in the U.S. and
Canadian oil markets. Rather, it should be viewed as an exercise in foundation-
building. The FTA will place bilateral oil trade on a sound footing by permitting
economic, rather than political, factors to play a greater role in determining bilateral
trade in crude oil and refined petroleum products as well as bilateral investment flows.
In many ways, the FTA constitutes a restoration of the more rational bilateral energy
policies of the 1950s and 1960s. The Citizen for the U.S.-Canada Trade Pact therefore
believe that the FTA is in the best interests of the United States as well as Cuanada, and
urge its prompt implementation.

Thank you for your kind attention. [ will be pleased to answer any of the

Committee's questions at this time.
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TESTIMONY

NICHOLAS J. BUSH
PRESIDENT
NATURAL GAS SUPPLY ASSOCIATION

GOOD MORNING MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE.
I AH NICHOLAS J. BUSH, PRESIDENT OF THE NATURAL GAS SUPPLY
ASSOCIATION -- A NATIONAL ORGAMIZATION COMPRISED OF INDEPENDENT
AND INTEGRATED DOMESTIC PRODUCING COMPANIES WHICHR MARKET ROUGHLY

90 PERCENT OF THE NATION'S NATURAL GAS PRODUCTION,

MR. CHAIRMAN, WE APPRECIATE THJS OPPORTUNITY TO COMHMENT ON
THE PENDING U.S.-CANADA FREE TRADE AGREEMENT (F-T-A) AND, IN
PARTICULAR, ON ITS POTENTIAL IMPACT UPON DOMESTIC GAS PRODUCERS

AND U.S. GAS MARKETS, _

THE FREE TRADE AGREEMENT'S STATED ENERGY GOAL IS TO "ASSURE
THE FREEST POSSIBLE BILATERAL TRADE IN ENERGY, INCLUDING
HONDISCRIMINATORY ACCESS FOR THE U.S. TO CANADIAN ENERGY SUPPLIES

AND SECURE MARKET ACCESS FOR CANADIAN ENERGY EXPORTS 7O THE U.S.*

THE NATURAL GAS SUPPLY ASSOCIATION (N-G-S-A) WHOLEHEARTEDLY
ENDORSES FREE, EQUAL AND OPEN ENERGY TRADE BETWEEN THE UNITED
STATES AND CAHADA. AND WE DO SO FOR REASONS WHICH EXTEND BEYOND
A SINCERE COMMITMENT TO THE PRINCIPLES OF FREE MARKETS AND FREE
TRADE. DONESTIC GAS PRODUCERS BENEFIT WHEN THERE IS A
FLOURISHING MARKET FOR THEIR PRODUCT. EXPERIENCE HAS SHOWN THAT
SUCH A NARKET RESULTS FROM STRONG CONSUMER CONFIDENCE, IT IS
IMMENSELY BENEFICIAL TO ALL SEGMENTS OF THE NATURAL GAS INDUSTRY

WHEN END-USERS ARE CONFIDENT THAT THE PROSPECTS FOR ACQUIRING

91-520 - 89 - 4
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FUTURE SUPPLIES TO HMEET REASONABLE DEHAND EXPECTATIONS ARE GOOD
AND THAT CONSUMERS WILL BE ABLE TO COMPETE FOR ACCESS TO ALL

COMPETITIVELY PRICED SUPPLIES THAT CAN SERVE THEIR MARKETS.

MOST ENERGY FORECASTS CONCLUDE THAT COMPETITIVELY PRICED
IMPORTS OF CANADIAN NATURAL GAS MAY HAKE AN IMPORTANT
CONTRIBUTION TO HNEETING FUTURE U.S. ENERGY NEEDS. THUS, TO THE
EXTENT THAT THE F-T-A REASSURES U.S. CONSUHMERS THAT FUTURE
NATURAL GAS SUPPLIES FROM CANADA WILL NOT BE UNFAIRLY RESTRICTED
OR UNREASONABLY PRICED, THE AGREEMENT MAY CONTRIBUTE TO MORE

STABLE LONG-TERM U.S. GAS DEMAND AND TO A LARGER HNATURAL GAS

MARKET THAN WOULD OTHERWISE EXIST, ABSENT SUCH ASSURANCES. AND

DOMESTIC GAS PRODUCERS WANT TO COMPETE IN A GROWING GAS HARKET,

HEMBERS OF THE COMMITTEE ARE AWARE, HOWEVER, THAT NGSA AND
OTHER PRODUCER ASSOCIATIONS HAVE EXPRESSED CONCERNS ABOUT THE
ABILITY OF DOHESTIC GAS PRODUCERS TO FREELY COIMPETE WITH THEIR
CANADIAN COUNTERPARTS. SOME CANADIANS SAY THESE CONCERNS WITH
BEING ABLF TO COMPETE "FAIRLY" OR -~ TO USE THE CLICHE -- "ON A
LEVEL PLAYING FIELD"™ ARE ACTUALLY THE WOLF OF PROTECTIONIS!H
TRYING TO DRESS ITSELF IN THF INNOCUOUS COVER OF SHEEP'S

CLLOTHING. NOTHING COULD BE FURTHER FROM THE TRUTH.

THE WILLINGNESS OF DOMESTIC PRODUCERS TO COMPETE WITH OUR
CANADIAN COUNTEPPARTS FOR U.S. MARKETS IS SINCERE. BUT IT WOULD
BE IRRESPONSIBLE TO LEAVE THIS COMMITTEE OR THE CONGRESS WITH THE
IMPRESSION THAT WHEN THE FREE TRADE AGREEMENT 1S ADOPTED, U.S.

PRODUCERS WILL NECESSARILY BE ABLE TO COMPETE ON AN EQUAL FOOTING



93

WITH THEIR CANADIAN COUNTERPARTS. EQUAL FOOTING DEPENDS ON
WHETHER THE U.S. GOVERNMENT IS WILLING TO TAKE SPECIFIC ACTIONS
THAT WOULD ALLOW DOMESTIC PRODUCERS TO TAKE ADVANTAGE OF NEW

EXPLORATION, PRODUCTION AND MARKETING OPPORTUNITIES.

U.S OIL AND GAS DEVELOPMENT, AND AS A RESULT DONESTIC
[
PRODUCERS, ARE STILL RESTRICTED BY SEVERAL IMPORTANT GOVERMNENT
POLICIES WHICH MUST BE CHANGED IF THE NATION IS TO BENEFIT FROM

ITS REMAINING SIGNIFICANT ENERGY RESOURCE POTENTIAL.

CANADA HAS RESPONDED TO CHANGING ENERGY IMARKET REALITIES
MORE COMPLETELY THAN HAS THE U.S. NRATURAL GAS IS TOTALLY
DEREGULATED AT THE WELLHEAD IN CANADA, WHILE CERTAIN PRICE AND

NOH-PRICE CONTROLS ARE STILL IN EFFECT ON NATURAL GAS AT THE

WELLHEAD 1IN THE UNITED STATES.

STATEMENTS SOMETIMES ARE MADE THAT THE CURRENT HIGHLY
COMPETITIVE U.S., WELLHEAD MARKET FOR NATURAL GAS HAS MADE TOTAL
DEREGULATION LESS IMPORTANT., WE DO NOT AGREE. TOTAL WELLHEAD
DEREGULATION OF NATURAL GAS WILL RESULT IN THE EVENTUAL
DEVELOPMENT OF SIGNIFICANTLY MORE DOMESTIC RESERVES, REDUCTION IN
THE USE OF IMPORTED OIL, AND A LESSENING OF THE TRADE DEFICIT.
TOTAL DIREGULATION OF NATURAL GAS AT THE WELLHEAD WOULD ENHANCE

DOMESTIC PRODUCERS' LONG-TERM ABILITY TO COMPETE WITH CANADIANS.

AS IMPORTANT, THERE ARE SEVERAL ISSUES BEFORE THE FEDERAL
ENERGY REGULATORY COMMISSION WHICH MAY DETERMINE THE

COMPETITIVENESS OF DOMESTIC GAS PRODUCERS. THE COMHMISSION IS
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CURRENTLY CONSIDERING A FINAL RULEMAKING ON OPEN-ACCESS
TRANSPORTATION OF NATURAL GAS ON INTERSTATE PIPELINES. ACHIEVING
A NON-DISCRIMINATORY, OPEN-ACCESS NATIONAL TRANSPORTATION SYSTEM
IS VERY 1NMPORTANT FOR NATURAL GAS PRODUCERS AND CONSUMERS AND

NGSA HAS STRONGLY SUPPORTED FERC'S EFFORTS IN THIS REGARD.

THE COMMISSION'S INTERIM TRANSPORTATION RULE, ORDER NO. 500,
HOWEVER, CONTAINS AN éXTREHELY DAMAGING REQUIREHENT CALLED CROSS-
CONTRACT CREDITING WHICH, IF INCORPORATED IN THE FINAL RULE, WILL
HAQE A NEGATIVE IMPACT ON DOMESTIC GAS DEVELOPHENT AND WILL PLACE
DOMESTIC PRODUCERS AT A DISADVANTAGE IN COMPETING WITH CANADIAN
GAS TO WHICH THE COHTRACT ABROGATION PROVISIONS OF ORDER HO. 500

WILL NOT APPLY.

APPENDED TO MY TESTIMONY, MR. CHAIRMAN, ARE NGSA'S MOST
RECENT SUBMISSIONS TO THE COMMISSION ON ORDER NO, 500, I WOULD

RESPECTFULLY ASK THE COMMITTEE TO REVIEW THE PROBLEMS CROSS-

CONTRACT CRéDITIHG WILL MEAN TO DOMESTIC PRODUCERS., AS MEMBERS

OF THE COMHMITTEE MUST KNOW THERE 1S CONSIDERABLE CONTROVERSY IN
THE NATURAL GAS INDUSTRY OVER THE RECOVERY OF SIGHIFICANT
CONTRACT REFORMNATION COSTS -- USUALLY REFERRED TO AS THE

PASSTHROUGH OF BUY-DOWN AND BUY-OUT COSTS FOR TAKE-OR-PAY

LIABILITIES.

THE FEDERAL ENERGY REGULATORY COMMISSION, AS A GENERAL RULE,
IS NOT ALLOWING THE RECOVERY OF TAKE-OR~PAY SETTLEMENT COSTS IN
PIPELINE DEMAND CHARGES. BUT TAKE-OR-PAY SETTLEMENT COSTS

ASSOCIATED WITH CANADIAN COHTRACTS HAVE BEEN PERMITTED BY FERC TO
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BE PLACED IN.PIPELINE DEMAND CHARGES. IN AN ENVIRONWHMENT IN WHICH
NATURAL GAS SALES ARE WON AND LOST BECAUSE OF A FEW PENNIES
DIFFERENCE, THIS INCONSISTENT POLICY IS NOT UNIMPORTANT. IF
DOMESTIC GAS IS TO BE FULLY COMPETITIVE, A POLICY THAT TREATS

SETTLEMENT COSTS FEOUALLY IS NEEDED.

IN THIS CONTEXT, WE HEARTILY ENDORSE THE PROPOSALS OF OUR
GOOD FRIENDS IN THE INTERSTATF PTPELINE AND LOCAL DISTRIBUTION
COMPANY SECTORS OF THE INDUSTRY WHICH ASK FEDERAL REGULATORS TO
RESPECT THE SANCTITY OF LONG-TERM CCONTRACTS WITH CANHADIAN
PRODUCERS. I NOTE, HOWEVER, THE IRONY OF THIS SUPPORT FOR
CANADIAN PRODUCER AGREEMENTS AT THE SAME TIME THAT PIPELINES AND
DISTRIBUTORS ARE ENGAGED IN AN UNRELENTING, INTENSE CAMPAIGN TO

OVERTURN DOMESTIC PRODUCER CONTRACTS.

THE COMMITTEE MAY BE FAMILIAR WITH FREQUENT REFERENCES BY
THE DOMESTIC PRODUCING INDUSTRY TO THE IMPORTANCE OF FERC'S
OPINION NO, 256. SIMPLY STATED, OPINION NO. 256 DECREED THAT
U.S. INTERSTATE PIPELINES COULD NO LONGER PASSTHROUGH CERTAIN
COSTS OF CANADIAN GAS IN THE DEMAND CHARGE OF THEIR RATE
STRUCTURE FOR IMHICH SIMILAR COSTS OF U.,S. GAS WERE NOT ALLOWED TO
BE PASSED:&HROUGH IN THE SAME HMANNER, OPINION NO. 256 IS VERY
SIGNIFICANT TO DOMNESTIC PRODUCERS VVHO TRY TO COMPETE AGAINST
CANADIAN GAS, PARTICULARLY IN THE CRITICAL CALIFORNIA MARKET.
FOR YEARS, DOMESTIC PRODUCERS IN THE SOUTHWEST WHO SERVE THE EL
PASO AND THE TRANSWESTERN PIPELINE SYSTEHS INTO CALIFORNIA, AS

WELL AS CALIFORNIA PRODUCERS SERVING THEIR OWN MARKETS, HAVE

COMPETED AGAINST CANADIAN GAS WHICH, BY TAKING ADVANTAGE OF
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UNEQUAL RATE STRUCTURE TREATMENT, HAD SIGNIFICANT FRICE

ADVANTAGES.

THE FREE TRADE AGREEMENT WILL NOT REVERSE OPINION NO. 256,
BUT THE FTA WILL PERMIT CANADA TO CHALLENGE THE OPINION UNDER THE
BINATIONAL CONSULTATION AND DISPUTE RESOLUTION PROCEDURE. WE
WOULD ASSUME THAT THE CANADIAN GOVERNMENT WILL DO SO —-‘GIVEN ITS
STRONG OBJECTION TO THE OPINION AND ITS APPARENT WILLINGNESS TO
FIGHT FOR THE INTERESTS Or ITS PRODUCERS AND GAS PRODUCTION, THE
FEDERAL ENERGY REGULATORY COMMISSION HAS NOT YET IMPLEHENTED
OPINION NO, 256 ON IMPORTED GAS. MOREOVER, IT APPEARS THAT THE
BINATIONAL DISPUTE RESOLUTION PROCéDURE ASSUMES THAT A PANEL WILL
BE CONVENED OF PARTIES FROM BOTH NATIONS TO REVIEW THE [SSUE

UNDER DISPUTE AND CONCEIVABLY THE PANEL WOULD HAVE THE POWER TO

OVERRIDE THE DECISION OF EITHER COUNTRY'S REGULATORY AUTHORITY.

GIVEN THE IMPORTANCE OF OPINION NO. 256, WE WOULD STRONGLY
URGE THE CONGRESS TO NMAKE IT CLEAR THAT OPINION NO. 256 {1AY NOT
BE OVERTURHNED AND THAT IT SHOULD BE APPLIED ACROSS THE BOARD BY
ALL APPROPRIATE U.S. REGULATORY ENTITIES. AS IMPORTANT, THE
CONGRESS SHOULD WEIGH CAREFULLY THE IMPLICATIONS OF THIS
EXTREMELY POWERFUL F-T-A RESOLUTION PROCEDURE, PARTICULARLY WITH

RESPECT TO ENERGY MATTERS.

TYHE ISSUES OF CANADIAN TAX POLICIES VERSUS U.S. TAX POLICIES
AS THEY RELATE TO ENERGY PRODUCTION ARE SOMEWHAT CONTROVERSIAL.
THE DEPARTMENT OF ENERGY IN ITS RECENT REPORT STATES THAT

*CANADIAN AND U.S. TAX AND FISCAL SYSTEMS DIFFER IN SO HANY
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SIGNIFICANT RESPECTS THAT EXACT COMPARISON IS DIFFICULT AND
POTENTIALLY MISLEADING." PERHAPS, BUT IT DOESN'T NAKE SENSE TO

IGHORE THE RESULTS OF DETRIMENTAL U.S. TAX AND FISCAL POLICIES.

CANADA DOES NOT RAVE A "WINDFALL PROFITS®™ TAX ON OIL AND
NEITHER SHOULD THE UNITED STATES. THE "WINDFALL PROFITS" TAX
WHICR ADVERSELY IMPACTS THE EXPLORATION FOR OIL AND INDIRECTLY

FOR GAS SHOULD BE REPEALED IN THIS SESSION OF CONGRESS.

THERE ARE, OF COURSE, OTHER TAX AND ROYALTY DIFFERENCES
BETWEEN THE U.S. AND CANADA WITH RESPECT TO ENERGY. THERE IS A
PROVISION IN CANADA THAT PERMITS ROYALTY “HOLIDAYS™ FOR CERTAIN
PRODUCTION FROM EXPLORATORY WELLS DRILLED BETWEEN OCTOBER, 1986
AND NOVEMBER, 1989 TO DEPTHS BELOW 8,000 FEET. THIS ENCOURAGES
EXPLORATION FOR GAS IN CANADA. FURTHER, CANADA ALSO PROVIDES FOR
FULL CURRENT TAX DEDUCTION FOR EXPLORATION COSTS. AS YOU SENATOR
BENTSEN, SENATOR DOMENICI AND OTHERS HAVE NOTED FREQUENTLY, THE
TOTAL ROYALTY AND TAX BURDEN ON U.S. ENERGY PRODUCTION IS
SIGNIFICANT AND ITS IMPACT ON DOMESTIC PRODUCERS CAN BE SEVERE,
AFTER THE TRADE AGREEMENT 1S ENACTED, THE CONGRESS SHOULD REVIEW
THE APPROPRIATE TAX AND RELATED LAWS WITH AN EYE TO ENCOURAGING

DOMESTIC EXPLORATION AND DEVELOPMENT,

FINALLY, THE U.S.-CANADA FREE TRADE AGREEMENT DEBATE
HIGHLIGHTS THE MNECESSITY OF ADDRESSING U.S. POLICIES ON
RESPONSIBLE ENERGY DEVELOPMENT ON ITS PUBLIC LANDS. THE U.S.
PETROLEUM INDUSTRY HAS AN OUTSTANDING ENVIRONMENTAL RECORD. THE
POTENTIALLY ENERGY RICH LANDS OF ANWR AND OFFSHORE CALIFORNIA

SHOULD BE OPENED FOR RESPONSIBLE EXPLORATION AND DEVELOPHNENT.
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MR, CHAIRMAN, THE PENDING U.S.-CARADA FREE TRADE AGREEMENT,
WHEN ADOPTED, IS LIKELY TO HAVE LITTLE IMHEDIATE IMPACT ON
DOMESTIC GAS MARKETS. LONGER-TER!M, THE IMPACT OF THE AGREEMENT
IS LIKELY TO DEPEND UPON THE ACTUAL ENERGY POLICIES WHICH ARE

ADOPTED BY THE RESPECTIVE HNATIONS.

AFTER THE AGREEMENT IS ENACTED, IF U,S. GAS PRODUCTION
REMAINS BURDENED WITH LEGISLATIVE AND REGULATORY DISINCENTIVES
AND CONTROLS, THEN U.S. PRODUCERS WILL UNDOUBTEDLY LOSE MARKET
SHARE AND THE DOMESTIC ECOHONY VWILL SUFFER., THE WAY TO PREVENT
THIS AND TO ASSURE THE BENEFICIAL ELEHE&TS OF FREE AND OPEN TRADE
IS TO NAKE U,S. ENERGY POLICY MORE RESPONSIVE AND MORE CONDUCIVE

TO DOMESTIC ENERGY DEVELOPMENT.

THANK YOU FOR THIS OPPORTUNITY TO PRESENT THE VIEWS OF THE

NATURAL GAS SUPPLY ASSOCIATION.
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

Regulation of Natural Gas ) Docket Nos. RM87-34-000,

Pipelines After Partial ) st al. (Order Nos. 500,
Wellhead Decontrol ) et seq.)

OCOMMENTS OF THE
NATURAL GAS SUPPLY ASSOCIATION

Pursuant to the Commission's lNotice of Public Hearing
issued in the above styled - and docketed proceeding on
Harch 8, 1988, the Natural Gas Supply Association ("HGSA")

respectfully subnits the following comments:

NGSA SUPPORTS THE PRO-COMPETITIVE EPPORTS

OF THE COHMISSION AS EXPRESSED IN ORDER NO. 436

NGSA strongly supported the non-discriminatory
carriage principles of Order No. 436, and continues to
favor open-access transportation by interstate pipelines
which, when coupled with other Commission initiatives, has
provided a means whereby consumers can truly obtain
supplies of natural gas at the lowest reasonable rate.
The natural gas pipeline system provides the means whereby
supplies of natural ga°  available in the producing areas
can reach the consumer. Inasmuch as the pipelines provide
the only feasible means of getting natural gas from the
producer to the consumer, the Commission should, by its
lawful regulation of the interstate natural gas pipeline
industry, take the necessary steps to ensure that the
pipelines which it regulates in fact provide non-
discriminatory transportation to those who reguest it.

Only through this means can the Commission assure that the
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consuner will receive the benefits of a competitively

priced fuel.

THE COMMISSION SHOULD RECOGNIZE THE SUBSTANTIAL
PROGRESS THAT HAS BEEN MADE IN RESOLVING
TARE-OR-PAY WITHOUT GOVERNMENT INTERFERENCE

The Commission should, in fashioning a final rule in
these proceedings, recognize the substantial progress that
has been made by pipelines and producers in resolving the
take-or-pay liability of the pipelines. This progress has
come about through the inexorable forces of the market at
work. It has resulted in the resolution of 84% of
pipelines' claimed outstanding liab..lity through 1987 (see
Appendix A). The cost of this resolution has been
enormous to the producers., Pipelines, too, have borne
costs in reforming these contracts, entered into solely
for the purpose of standing ready to serve the actual and

projected needs of their customers. LDCs, however, have

borne 1little of these costs for lack of realistic cost
passthrough, But to hear the pipelines and their
customers tell the story, the producers should give up
even more. They ignore the facts that the producers have
spent billions of dollars to explore for and develop the
very gas they said they needed. And these billions were
invested by producers in the expectation that the
pipelines and their customers would purchase the gas
pursuant to the contracts the producers had with the
pipelines. As the market determined that the prices were
too high, the producers and the pipelines set about to
find a satisfactory solution to the problem of high-priced
gas. PRODUCERS GENERALLY GAVE UP THE BENEFITS OF THEIR
CONTRACTS FOR NON-PRICE CONCESSIONS, AND A PRICE REDUCTION
FOR FUTURE PRODUCTION THAT WOULD ALLOW THE PIPELINES TO
CONTINUE AS A MERCHANT OF GAS, WHERE CASH PAYMENTS WERE
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MADE TO PRODUCERS, THE AMOUNT RECEIVED BY THE PRODUCERS
BAS BEEH ONLY A FRACTION OF THE LIABILITY THAT THE

PIPELINES OWED. These costs to producers are very real,

THE COMNISSION SHOULD DISAVOW BLANKET CREDITING
AS A MEANS FOR "RESOLVING®™ THE TAKE-OR-PAY PROBLEM
Nowhere has the Comnission done more harm to the
producing industry in recent years than in its misguided
attempt to resolve the pipelines' take-or-pay dilemma

through the crediting mechanism propounded by Order Nos.

500, et seq. The Order No. 500 crediting mechanism is at
odds with the principles of non-discriminatory open-access
transportation, Crediting undermines the objectives of
encouraging a freer, more competitive city gate market for
natural gas. Crediting impedes open-access because it is
a condition to access, a condition that many producers
cannot economically afford to satisfy. 1In practice, many
producers will not offer open-ended blanket credits to
pipelines since they are unable to determine the economic
effects such offers may have on their existing and future
operations, Customers of pipeline companies with large
outs .nding take-or-pay obligations are being deprived of
competitively-priced natural gas which could be
transported and delivered to them if the Order No. 500

crediting mechanism were not in effect,

The Commission's Order No. 500 crediting mechanism
has forced pipelines and producers that have freely
negotiated resolution of their- problems back into the
adversarial ring once more. Those settlements, resolving
as they did the pipelines' past take-or-pay liabilities
and reforming as they did many of the contracts, often
resulting in the release of gas for producers to sell on

the open market in competition with pipelines, with other



102

scllers of gas and with alternate fuels, have now been
turned on their sides, with additional consideration now
being demanded of producers in the form .of take-or-pay
credits when gas is moved on the very pipeline with which
the producer thought it had reached settlement on fair and
equitable terms. NGSA submits that the Commission should
not by regulatory fiat permit this to occur. Yet this is
the very result that blanket crediting has had. The
Commission should provide in its final rule that any gas
subject to take-or-pay relief or subject to a contract
which has been renegotiated as a part of a settlement of
pricing or take-or-pay disputes should be permanently
exempt from crediting by the settling pipeline or any

other pipeline transporter.

CREDITING, IF IT IS TO BE RETAINED AT ALL,
SAOULD BE SELECTIVE IN A MANNER SIMILAR TO THAT
PROVIDED BY THE COMMISSION IN ORDER NOS. 500-C & S500-D

The Comnission set the stage for a more rational
basis for crediting when it provided exemptions to the
crediting mechanism in Order Nos. 500-C and 500-D. The
Comnission should retain those exemptions, make them
permanent and establish a rule whereby crediting is the

exception rather than the rule.

1. As NGSA said in its comments to Order No. 500-C,
filed January 22, 1988, interstate pipelines should not be
permitted to apply credits against any minimum take
obligations contained in producer-pipeline contracts.

These provisions are generally contained only in those

contracts where a minimal level of production is necessary
to avoid loss of reserves through reservoir damage or
drainage, or will vresult in the shut-in of oil

production. In addition, these provisions protect the
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producer against potential forfeiture of leases for lack
of production and allow the producer to achieve the
economic return on which its investment decision was
made. To allow a pipeline to avoid its minimum-take
obligation through a credit against that obligation cannot

be justified by any so-called short-term public interest

benefit.

2, Natural gas purchased for processing plants
should be permanently exempted from any form of
crediting. All gas processed through the plant should be
exempt from crediting, not only percentage of proceeds
contracts. The Commission should recognize that there are
numerous interest owners of gas behind processing plants
that are very minor interest owners. At times, it is
impossible to identify and obtain offers of credit from
some of these owners. In those cases where a substantial
najority of ownership can be identified and offere of
credit obtained, the producer desiring to have its gas
transported cannot, as a matter of economics, "guarantee®
the transporting pipelines that they (the producer) will
provide credits to the pipeline attributable to the gas
production of .others. To impose such a requirement
discourages the production of gas and recovery of liquids
and the products made from those 1liquids needed by

industries throughout the nation.

3. Take-or-pay credits should not be available to
any pipeline not a permanently open-access transporter.
Unless the pipeline has agreed to be a permanent open-
access transporter in the form of receiving and accepting
a blanket certificate for open-access transportation, it
should not be entitled to take any credits for

transportation of third-party gas. The very premise
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behind the Commission's use of the crediting mechanism is
that pipelines who transport gas for others on an open-
access basis will lose market share while still being
comnitted to purchase gas from producers. This federally-
imposed "Catch 22" would be avoided if the pipelines were
in some manner relieved of their obligations to purchase
from the producers. No such rationale exists for the
pipeline who does not agree to become a permanent open-
access transporter, If a pipeline elects to transport
only under Section 311 of the NGPA, it can flip back and
forth between transporting and not transporting, depending
on the status of its take-or-pay obligations. Harkets

would be in a turmoil if this were allowed to happen.

4. Property assignment rules of Order No. 500
unnecessarily restrict the free and fair exchange of
property for bona fide business reasons. Producers are
not prone to transfer properties simply to avoid crediting
regulations. On the other hand, producers may be
prohibited from farming out or in properties if to do so
subjects the producer to the strictures of Order No. 500
credits, This will {ndubitably result 1in fewer
exploration and/or development wells being drilled, with
the consequent loss of reserves to the market. This will
occur at a time when the market is in need of additional
gas reserves. NGSA urges the Commission to remove the
crediting requirements from property assignments,
including farm-outs and farm-ins. The result the
Commission seeks to achieve can be done with a requirement
that the crediting requirement follow the assignment of a
gas purchase contract in the case of a property transfer,

and with a close watch on the assignment or farm-out to

affiliated producers.
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S. Pipelines should be required to give the producer
binding, advance written notice of any intent to apply
credits to a contract other than the one from which gas
was relsased. While Order No. 500 sought to keep the
pipeline releasing gas from taking credit under both the
release and for transportation of that same gas, it does
give the pipeline a choice of taking the credit pursuhnt
to the terms of its contract with the producer or applying
it to any other contract between the pipeline and the
producer. Producers are therefore left in a quandary as
to which of its contracts will be subject to reduced
economics and consequent potential penalty (e.g., through
clains for additional royalty) if it causes its gas to be
transported. The cross-crediting mechanism adopted by the
Conmission in its interim rules prevents appropriate gas
contract administration by producers, It may be more than
a year since deficiencies occurred that the producer is
told by the pipeline, and solely at the pipeline's
discretion, that there never was a deficliency. Contracts
cannot be administered in any rational sense unless the
pipeline is reguired to make a binding election and tell

the producer about it before the fact.

6. The Commission should exempt gas from all new
wells from crediting. The limited exemption of Order Ho.
500~C, tied as it is to "marker wells" and depth/spacing
requirenments, is for too restrictive. The already complex
system created by the NGPA should not be burdened by
another level of well classification. "New, new® Order
No. 500 gas is sinply too much. Gas produced from new
wells should escape the credit requirement in all
events. These new wells may not be drilled at all if they
are subjected to the strictures of crediting,

Alternatively, the Commission should exempt all new wells
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from crediting {f drilled on acreage not subject to a

contract with the transporting pipeline.

7. Finally, NGSA applauds the Commission's rate
design initiative  originally promulgated {n Order
No. 436. Unbundling of rates and assignment of costs to
services actually performed according to the use of that
service is commendable. However, too often the Commission
has retreated from its pronouncenents in 6:\10: No. 436 and
has allowed rates for firm sales and transportation to
bear a disproportionately small share of the pipelines'
costs compared to the rates for interruptible
transportation. NGSA subnits that interruptible
transportation should not be required to subsidize firm
sales and transportation services. The Commission should
carefully review rate proposals that come before it to
ensure that each type of service provided by the pipeline

bears only its own costs.

CONCLUSION

The Commission should re-evaluate the wuse of
crediting as a means of solving the pipelines' alleged
take-or~pay problems. NGSA subnits that the crediting
device, fraught as it is with serious infirmities as a
means of providing sufficient quantities of natural gas to
markets at° the lowest reasonable rates, should be
discarded altogether. It should be no more than a tool
available to the Commission to ensure that, on a case-by-

case basis, pipelines are treated fairly. It should not
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in any manner be available to extract further concessions
from producers who have in fact settled their contract
disputes with pipelines on terms mutually agreesble to the

parties.

Respectfully submitted:

a9 G

Ticholas J. Bush

President

Natural Gas Supply Association
1129 20th Street, N.WU.

Suite 300

Washington, D.C. 20036

(202) 331-8900
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APPERDIX A

A STATUS REPORT ON THE INTERSTATE
PIPELINE TAKE-Oil-PA! SITUATION:
TRENDS THROUGH 1987 WITH A PROJECTION FOR 1988

April 1988

EXECUTIVE SUMMARY

Hatural Gas Supply Association (NGSA) surveyed its

obligations and the resolution of take-or-pay liabilities.

survey covered the period through year-end 1987,
for 1988.

Major conclusions are as follows:

2'

Producers have settled substantial amounts of
take-or-pay claims ~-- a total of $14.5 billion
through year-end 1987, or 84% of the cunulative
total of $17.2 billion. Of the potential 1988
take-or-pay accumulation of $3.9 billion,
producers have settled $3.1 billion, or 81%, of
the total. These figures do not include any

expected settlements subsequent to March 31, 1988.

The inplementation of FERC Order 500 {is not
expected to have the desired effect of enhancing
the resolution of take-or-pay accunulations. This
is based on the finding that the take-or-pay
resolution rates for 1987 (pre-Order 500) and 1988

with estimates
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(post-Order 500) are basically unchanged at 834
and 818, respectively.

The survey results show continuing improvements in
take-or-pay resolution rates whun compared to
previous NGSA surveys. The 1986 NGSA survey
reported a 598% cumulative resolution rate versus
718 and 848 resolution rates for the 1987 and 1988
surveys, respectively. These changes reflect the
ongoing nature of take-or-pay negotiations, and
indicate that the take-or-pay situation s

continuing to improve.

Take-or-pay exposure 1is concentrated in a few
pipelines. Four interstate pipelines account for
548 of the oustanding take-or-pay 1liabilities
through 1988, while accounting for only 248 of
1987 interstate pipeline field purchases. The top
eight pipelines account for 808 of the oustanding
liabilities, but only 46% of the pipeline gas

purchases. A number of pipelines were found to

have only minor or no take-or-pay liabilities.

In 1987, over 93% of the gas released by pipelines
and sold to other parties was credited by
producers against interstate pipeline take-or-pay

liabilities, Moreover, those pipelines generally
having the highest take-or-pay liabilities had the
highest percentage relief through released gas.
This reveals the willingness of producers to
include volumetric crediting as a resoluton

mechanisn independent of regulatory requirements

such as FERC Order 500, and calls into question

the need for such a rule.
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6. Pipelines generally have not honored their take-
or-pay obligations. Only 3.8% of outstanding
take-or-pay obligations to producers have been
paid by interstate pipelines through year-end
1987.

2. While the intrastate gas market accounted for 318
of the total gas market in 1987, intrastate
pipeline take-or-pay liabilities amounted to only
7% of the total potential take-or-pay liability.
This implicates the role of regulation in the
interstate market as a major cause for take-or-pay
accumulations, and suggests that the appropriate
policy for reducing liabilities is to rely upon

private negotiations.

The results indicate that the take-or-pay obligations of
pipelines are being resolved through negotiations between
producers and pipelines. Regulatory interference in the form of
Order 500 is not expected to improve the efficiency or speed of

“resolution.

BACKGROUND

Producer-pipeline contracts for natural gas typically
contain a contract quantity below which a pipeline is obligated
to pay for the gas whether taken or not. Since the pipeline
generally retains the right to take any underlifted volumes
within a period of time specified by the contract with no
additional payment, the take-or-pay obligations represent
prepayments for gas. The cost to the pipeline is the interest
cost on the prepayment. These provisions serve to allocate the

risk of insufficient demand for the commodity. Producers bear
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the risk of lower takes down to the take-or-pay level;

thereafter, pipelines bear the risk.

In recent years, pipelines have incurred take~or-pay
liabilities due to insufficient demand for the gas they
contracted to Dbuy. They have argued for legislative or
regulatory relief from take-or-pay provisions in their contracts,
claiming that these provisions are a severe financial burden for

them. In fact, producers have borne a large part of the downturn

in demand, since they incur the financial liability down to the

take-or-pay level.

Previous to Order 500, substantial pipeline take-or-pay
1iabilities had been resolved “hrough voluntary producer-pipeline
negotiations. 1In response to market forces, new and renegotiated
contracts generally contain lower take-or-pay mininums, and
increasingly provide for producers to refund prepayments if the
pipeline is unable to take the gas within a specified time
period. In order to assess the take-or-pay resolutions and

outstanding liabilities, NGSA undertook a menbership survey.
METRODOLOGY

The NGSA survey was undertaken in March of 1988 and
represents the €ake—or-pay situation as of March 31, 1988.
Twenty-two producers participated and are listed on Table 3.
They represent 428 of the total 1987 dry gas production, and 80%
of the 1987 interstate pipeline gas purchases from producorsl/.
In the previous NGSA survey conducted in the fall of 1987, the
rospondepts covered 57¢% of the 1986 take-or-pay exposure reported
by INGAA for the interstate pipelines. Because the set of

1/ The 808 coverage overstates the actual proportion from the
survey participants due to the fact that the sales figures
include sales to pipeline marketing affiliates who have made
the purchases on behalf of a party other than the affiliated
pipeline.
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respondents for both surveys is almost identical, the coverage

should still be in the range of 508 to 60%.

Information was gathered from each participating producer on
its take-or-pay status with each of the 23 interstate pipeline
systens listed in Table 2, along with other interstate pipelines,
intrastate pipelines, and direct sales custowsers. Data were
collected on take-or-pay liabilities resolved, and deficiencies
and payments through year end 1986, for the year 1987, along with
an annual estimate for 1988. Unlike the 1987 survey, the current
survey did not ask for an estimate of future take-or-pay
settlemen's, Responses were collected and tabulated by an

independent accounting firm in order to maintain confidentiality.

Although FERC Interim Order 500 went into effect on January
1, 1988, the current survey did not query producers as to the
expected impact of Order 500 on 1988 take-or-pay liability and

resolution.

In this survey, resolution refers to the value of take-or-
pay obligations which have been resolved by producer/pipeline
negotiations. Deficiencies represent the outstanding take-or-pay
liability. Payments are the take-or-pay deficiencies actually
paid to producers. Original 1liabilities refer to the sum of

outstanding liabilities plus resolutions.

RESULTS

The table below summarizes the state of producer/pipeline

take-or-pay resolution:
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Resolution Of Interstate Pipeline
Take-Or-Pay Liabilities

fistorical Actual Projected
Through Annual Annual Cumulative
1986 1987 1988 Total

Original Liability

(Billion §) l1.81 5.34 3.85 21.00
Liability Resolved

(Billion §) 10,01 4.45 3.11 17.57
Percent Of Original

Liability Resolved (%) 85% 83% 8ls 848

As these survey results show, producers and pipelines have
resolved a substantial amount of take-or-pay obligations. As of
year-end 1987, nearly $14.5 billion of $17.2 billion in potential

interstate pipeline take-or-pay 1iabilities 1incurred were

resolved for a cumulative resolution level of 848.

The implementation of Order No. 500 does not appear to have
enhanced the take-or-pay settlement process. In 1987, B83% of all
take-or-pay obligations were resolved through private
producer/pipeline negotiations. A similar resolution rate is

. expected for 1988, and is consistent with the view that Order 500
will not have a significant impact on take-or-pay resolutions.
Given the complexity and inconvenience caused by the Order 500
cross-contract crediting provisions, as well as the progress of
producer/pipeline contract renegotiation, regulatory intervention

in the settlement process is not warranted.

The higher 1level of cumulative take-or-pay resolution
reported in this survey (i.e., 848 versus 718 and 59% in the 1987
and 1986 surveys) demonstrates that the resolution of take-or-pay
claims has increased over time. The negotiation process requires
time to resolve all of the elements associated with
pipeline/producer take-or-pay claims. Thus, the 1level of
outstanding take-or-pay liabilities results partly fron the

inherent delays associated with renegotiating the complex
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contracts to equitably rebalance the interests of both producers

and pipelines. It is not indicative of an intractable situation.

As shown in Table 1, four pipelines account for 54% of the
outstanding take-or-pay deficiencies of interstate pipalinol‘
expected through the end of 1988. These four pipelines accounted
for only 248 of 1987 interstate pipeline field purchases. The
next four pipelines ranked by take-or-pay deficiencies account
for 6hly 26% of the total interstate pipeline deficiences while
accounting for 22% of total 1987 pipeline gas purchases. Thus,
eight pipelines account for 808 of the outstanding liabilities
and only 46% of the pipeline gas purchases. Table 2 provides a
listing of the pipelines included in each of the pipeline groups
displayed in Table 1.

The current outstanding take-or-pay liability masks the true
progress the industry has made in resolving past and future take-
or-pay liabilities. The aggregate results hide the circumstances
of individual pipelines. Table 2 shows the pipelines' current
ranking according to outstanding take-or-pay liabilities, along
with the 1986 and 1987 survey rankings and the percent of
producer relief from potential take-or-pay liabilities. The
relative ranking of companies has shifted dramatically since the
1986 survey. Several companies that experienced substantial
take-or-pay problems have worked to reduce their exposure through
voluntary negotiations with producers (both on a historical and
prospective basis) and have fallen in the rankings. For example,
Trunkline Gas, Southern Hatural Gas, United Gas Pipeline,
Transcontinental Gas Pipeline, and Columbia Gas Transmission have
all fallen by four or more places in the rankings since 1986
survey. . Conversely, other pipelines which did not have
significant outstanding take-or-pay liabilities in the 1986
survey, have significantly increased their rank -- e.g., Texas

Gas Transmission, ANR Pipeline, and El1 Paso Natural Gas.
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Consequently, the absence of a large reduction in the aggregate
statistics does not imply that progress is not occurring.
Rather, it is indicative of a situation in which pipelines with
prior take-or-pay liabilities have significantly reduced their
exposure, while pipelines with rather recent accumulations of
take-or-pay liabilities have not yet been able to complete the

process of renegotiating their contracts with gas producers.

As an additional segment of the survey, respondents were
asked to report take-or-pay relief provided by producers through
released gas. In 1987, 93% of the gas released and sold to non-
pipeline parties provided volumetric relief of take-or-pay
exposure. This effectlvelj counters the notion that Order
436/500 has directly resulted 4in increasing take-or-pay
liabilities due to the undermining of pipeline sales by gas
transportation. The evidence indicates that, to the contrary,
gas transportation is being effectively utilized in conjunction

with contract abandonments to grant take-or-pay relief.

Since released gas is largely being credited for take-or-pay
relfef, Order 500 contract cross-crediting would not make any
further significant contribution to take-or-pay resolution,
Moreover, as Table 1 demonstrates, released gas is providing the
nost take-or-pay relief to those pipelines with the highest
outstanding take-or-pay liabilities. For example, in 1987, 97%
of the gas released by the top 4 pipelines and sold by producers
provided take-or-pay relief. 1In conttist, only 328 of the gas
released by the last 3 pipelines provided take-or~pay relief.
Generally, the proportion of released gas providing relief
diminishes as one goes down in the rankings. This trend
demonstrates that take-or-pay relief is being provided through

released gas to those pipelines with the greatest need.

The survey indicates that pipelines generally are ignoring

their contractual obligations. Through 1987, interstate
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pipelines made prepayments of only $102 million out of the total
outstanding take-or-pay 1liability of $3.3 billion -- a 3.8%
payment rate. The pipelines' true cost of prepayments, however,
is only the interest cost of the prepayment since they generally
retain the right to take underlifted volumes within a specified
fﬁturo time period. Further, take-or-pay liability settlements
via negotiation have ranged between 10¢-20¢ per $§1 of
liabflity. Pipelines' statements have significantly overstated
the true financial impact of take-or-pay liabilities. Financial
performance data reveal that through 1986, the average return on
comnon equity by natural gas pipelines continued well above those

of other industries.

By the end of 1987, intrastate pipelines had accumulated
significant take-or-pay 1liabilities, amounting to $1.3 billion.
While substantial, this amount {8 only 7 percent of the total
potential take-or-pay liabilities, even though the 1987
intrastate market was 31 percent of the total gas market. The
lower intrastate accumulations are a product of a less regulated
environment. The much larger size of interstate pipeline take-
or-pay liabilities resulted, in part, from a distorted outcome of
previous wellhead price regulations which forced interstate
pipelines to provide non-cash inducements, such as high minimum
take levels, as a means of securing gas supplies. This
historical experience is relevant when considering the final
ruling on Order 500 cross-contract crediting because non-market
solutions to the take-or-pay situation are likely to cause other

unintended market dislocations.

CORCLUSIONS

Pipelines continue to advocate legislative or regulatory
relief from take-or-pay obligations because they claim that these
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obligations have created a widespread threat to their financial
integrity. However, the survey indicates: .
1, the amount of producer take-or-pay relief has
grown as the \disposition of these liabilities are

settled through private contract renegotiations;

2, that take-or-pay liabilities are concentrated

among a few pipelines;

3. progress has been mnade in resolving the take-or-~
pay issue as companies with significant
liabilities have renegotiated their contracts and

fallen in the liability ranking; and

4. that over 93V of the gas released by pipelines is
providing take-or-pay relief with the highest
proportion of relief going to those pipelines with
the largest outstanding take-or-pay liabilities.

Take-or-pay provisions in contracts between producers and
pipelines serve to allocate the risk of a decline in market
demand between contracting parties. Producers have been willing
to settle takq-or-pay liabilities for less than the full value.
Consequently, they have alreéady borne a disproportionate share of
the downturn in the industry. They should not have to bear
further risk through de facto abrogation of their contracts

through FERC Order 500.

Take-or-pay liability accumulations are a symptom rather
than a cause of a.more fundamental issue -- the decline in gas
consumption. Administratively interfering with or abrogating the
private resolution process will not ameljorate the underlying
cause, but instead threaten the dovélopmcnt of future gas
supplies as producers absorb a disproportionate amount of the

risks that take-or-pay clauses were designed to disperse.
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YABLE 1}
Take-Or-Pay Lisbilities Through 1983
And Thekr
(Pipelines y -Pay
OQutstanding
T R e
clencies lution
Miliond  TMillion &)
Top & Pipelines 1,857 3,096
Next & Pipelines 378 7,573
Next & Pipelines 361 3,652
Next & Pipelines 223 629
Next & Pipelines 3 1,841
Last 3 Pipelines 7 40
Other Interstate Pipelines 72 338
TOTAL 3,433 17,569
Percent Of 1987
Total Market Share
Outstanding Of Interstate
Take-Or-Pay Pipeline
Deficiencies Purchases
Top & Pipelines 34.1% 24,09%
Next & Pipelines 25.6% 21.9%
Next & Pipelines 10.5% 7.5%
Next & Pipelines 6.3% 8.0%
Next & Pipelines 1.0% 12.0%
Last 3 Pipelines 0.2% 3.4%
Other Interstate Pipelines _2.1% _23.2%
TOTAL 100.0% 100.0%

encles)

Total Potentlal
Tﬁ-&-?g
on

5,353
8,051
»,013
852
1,876
1%
810
21,002

Percent Of
Gas Volumes
Released In 1987
Providing

Take-or-Pay Rellef

97.3%
96.4%
85.5%
84.6%
74.8%
32.4%
$4.5%

B3A%
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1937 NGSA Toke-Or-fyy Swrvey

1.  Amoco Production Company

2. Anadarko Petroleum Company

3. ARCO 0i! & Gas Company

&4, Cabot Corporation - Oil & Gas Division
5. Chevron U.S.A,, Inc.

6. Cities Service Oil & Gas Corporation
7. Conooco, Inc.

8, Exxon Company, U.S.A.

9. Hamilton Brothers

10. 3. P. McHugh & Associates

11. Kerr-McGee Corporation

12, Marathon Oil Company

13. Maxus Exploration

18. Mobl! Oil Company

15. Pennzoil @wy

16. Shell Oil Company

17. Sun Exploration & Production Company
18. Tenneco Oil Exploration & Production
19. Texaco, Inc.

20, UNOCAL Corporation
21. Unjon Paclific Resources (formerly Champlin Petroleum)

22. Unjon Texas Petroleum
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Statement of
Danny Conklin, Chairman
Independent Petroleumn Association of America

Before the Senate Committee on Finance
April 13, 1988

1 am Danny Conklin, a partner in Philcon Development Company of Amarillo,
Texas, a crude oil and natural gas exploration and production company which
realizes 85 percent of its ravenues from wellhead sales of natural gas. I appear here
today as Chairman of the .idependent Petroleum Association of America (IPAA).

The IPAA is a national association of some 6,500 independents, domestic
explorer-producers of crude oil and natural gas. Virtually alt of the activity of the
IPAA membership is confined to the lower 48 states of the United States.

We are joined today in these comments by a number of unaffiliated state and
regional oil and gas associations listed on the cover page. The combined
membership of these associations includes nearly all of the 12,000 U.S. independent
oil and gas producers.

We appreciate this opportunity to appear before you on the subject of the
pending, proposed U.S.-Canada Free Trade Agreement (FTA). At the outset, let
me say that on its face, the FTA does not change the ground rules of natural gas
trade with Canada. In the normally understood meaning of "free wrade,” we currently
have free trade with Canada and the FTA does not make any significant changes in
the status quo.

However, for some time, we have not had fair trade and the FTA does nothing to
remedy inequities in the regulatory scheme of gas production and transportation
which is creating the inequities. Thus, the IPAA believes that the current debate
over the FTA, and the focus it gives to U.S.-Canadian relations, is an excellent
setting in which to seek fair trade.

Before turning to the specifics of the Free Trade Agreement, we should reflect on
the history and current status of U.S. Canadian energy trade.

Histori !

The Canadians have not been complacent suppliers of energy to the United
States and have protected their own self-interests both as to price and availability
of their exports. We should not forget that during the crude oil shortages following
the 1973 embargo, specifically beginning in March, 1973, Canada severely limited
crude oil exports to the United States. Later in the 1970s; when the United States
faced natural gas curtailments, the Canadian government intervened in the private
contracts at the border to establish a floor price which reached as high as $4.94 per
MMBu, which was approximately three times the average United States price for
natural gas and approximately four times the controlled price in Canada for intra-



122

Canadian sales at that time. Also during this period, Canada limited the amounts of
gas which could be exported to the United States by requiring that very high
amounts of reserves be zstablished before any volumes were eligible for export.

Consider even more recent history. For the period 1981-85, the relative prices of
United States and Canadian gas are summarized on Table I. This table shows that
Canadians, either through direct contract prices or manipulation of rate structures,
expect to be able to sell gas to the United States at above competitive domestic
prices whether the United States is experiencing either surpluses or shortages.
When supplies are tight, the Canadians either have i1efused to sell to us or have
limited the amounts sold and demanded above-market prices. Yet, as now, when
United States markets are soft, the Canadians claim ihat “the reliability” of their
supplies justify prices which are in excess of the unit price of available domestic
supplies.

The current imports,

According to the Energy Information Administration (EIA) the average wellhead
price for domestic gas in August was $1.71 while the imported average gas price for
that month was $2.17. Similarly, the EIA’s projected surplus deliverability of
domestic gas is 1,441 Bcf for the six-month period beginning October, 1987.
Notwithstanding this deliverability surplus, a total of 850 Bcf of gas was imported
during 1987.

Gas is being imported from Canada under a variety of arrangements. First, a
series of long-term contracts with interstate pipelines in many cases extend through
the year 2000. These contracts contain onerous take-and-pay clauses. Under the
terms of such clauses, if the take-and-pay quantity is not taken during the period
specified by the contract, the importer must pay for the gas without any opportunity
to make up the payment. (In contrast, the Federal Energy Regulatory Commission
(FERC) requires a minimum of a five-year make-up pe:iod in its jurisdictional
contracts.)

Second, gas is imported under a series of spot gas or released gas
arrangements. The duration of specific transactions vary from one month to two
years. Such sales are made to distribution companies and to end-users, without any
Commission rate review.

Fr Agr n

With this background, let us turn to the terms of the United States-Canada Free
Trade Agreement. The agreement itself does not mention “natural gas.” Instead, it
is drafted in terms of “energy goods” and uses definitions from the General
Agreement on Tariffs and Trade (GATT). We support the specific objectives listed
in the Preamble of the Agreement including, “TO REDUCE government-created
trade distortions while preserving the Parties’ flexibility to safeguard the public
welfare.” Also note that Article 102 lists as an objective to *“facilitate conditions of
fair competition within the free-trade area.” However, as we will discuss later,
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many practices and policies which presently provide Canadian gas with unfair
advantages will have to be corrected if these worthy goals are to be achieved.

Cre item conspicuously absent from Annex 905.2 of regulatory changes is the
Commission’s decision in Narural Gas Pipeline Co. of America, Opinion No. 256.
We have been assured by the administration that this indicates that nothing in the
Free Trade Agreement will overturn this important Commission action. However,
in a recent Washington speech, a representative of the Alberta government
indicated that one of the first items to be brought before the binational dispute
resolution procedure will be Opinion No. 256. Accordingly, we urge the Congress to
clarify in the course of developing its legislative history- on this agreement that
Opinion No. 256 will remain intact.

A little background may be in order on the importance of Opinion No. 256 to the
independent producer. Pipelines charge their distributor customers two rates: a
demand charge based on the maximum volume that a customer contracts to
purchase, and a commodity charge based upon the actual volumes purchased. All
producer charges are recovered in pipeline commodity rates. However, many long-
term import contracts were renegotiated to shift from a one-part rate to a two-part
rate, with the pipelines seeking “as billed” treatment of the Canadian gas costs. In
this manner, only the commodity portion of the border price would be recovered
through the pipeline’s commodity rate. Because over the short term, pipelines
compete “ased on commodity rates and not on total costs, “as billed” treatment
would give Canadian gas a substantial marketing advantage. For example, in
California, where Canadian gas has been from 50 to 80¢ more expensive on a unit
cost basis during 1985 and 1986, the Canadian gas was taken first under the
California Public Utilities Commission (CPUC) sequencing rules because it had a
lower commodity price than domestic gas. Taking data from Southern California
Gas' (SoCal) reasonableness review application, the average cost to SoCal from its
three long-term supply sources during the period July,1985, through June, 1986,

were:
Supplier Unit Cost
E! Paso Natural Gas (domestic) $3.213
Transwestern (domestic) $3.404
Pacific Interstate Transmission (import) $4.179

Although Pacific Interstate Transmission (SoCal’s affiliate importing Canadian
gas) was the highest priced supply, it first came under the CPUC sequencing rules.
Opinion No. 256 held that pipelines were not free to shift Canadian costs to their
demand charges. Instead, when constructing the pipeline's citygate rates, the
Canadian gas costs would be reallocated between demand and commodity rates
based on FERC-approved rate principles. Under the Opinion No. 256 approach,
Canadian gas costs would be subject to the same competitive pressures as
domestic gas on a “level playing field.”

91-520 - 89 - 5
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What started out as a cut-and-dried academic ratemaking decision then was
elevated by the Canadian government into an international incident. It is difficult to
justify having an independent regulatory body making rate decisions if anytime it
decides a case adverse to Canadian interests, the Canadians seek assistance from
the highest levels of our govemment. Much to the Commission’s credit, it resisted
such political pressure and held to its decision. Given this history of attempts to
politicize the objective decision-making process, we are very troubled by the energy
consultative mechanism in Article 905, which is separate from the overall
consultative mechanisms of the Agreement. The Con§rcss should use this
opportunity to reaffirm the Commission’s role as an independent agency, and the fact
that the Agreement represents the understanding of both governments that Opinion
No. 256 will remain.

One adverse effect of recent settlements between Canadian suppliers and U.S.
importers are contract amendments which guarantee the supplier a stated percent of
the importer’s market. Under these agreements, domestic producers will not be able
to expand their market share regardless of how much lower their prices are. For
example, Northwest Pipeline Company entered into a settlement with Westcoast
(a Canadian exporter) which guaranteed a 45% market share. ProGas (a Canadian
exporter) has been guaranteed a 2.75% share of ANR's market through October
2000.

One would assume that such agreements would be subject to regulatory
oversight as are agreements between domestic producers and pipelines. However,
the FERC has claimed that once a transaction is approved by the Economic
Regulatory Administration (ERA), it is not subject to prudence reviews in
subsequent pipeline rate cases. Unfortunately, the ERA also refuses to review
these guarantees on the grounds that it does not want to interfere with freely-
negotiated contracts. Of course, if the pipelines are guaranteed recovery of
Canadian gas costs in downstream rates, the pipelines have no incentives to drive a
hard bargain in such negotiations. Either the pipeline’s customers will bear the
extra costs or, more likely given the present competitive conditions, the pipeline will
lower the prices paid to domestic producers to assure that its overall mix of gas will
remain marketable. Thus, domestic producers are subsidizing these non-market
responsive import arrangements.

The above problems arise from the professed application of traditional regulatory
principles. However, regarding the Alaskan Natural Gas Transportation System
(ANGTS), all bets are off and the Commission repeatedly has granted ANGTS
unique concessions on the grounds that the ANGTS is sui generis. Even though the
prospects are slim that the ANGTS ever will be built, those concessions remain and
Canadian irﬁporters are seeking to exploit them to assist in the marketing of Alberta
gas through the “prebuild” portions of the ANGTS. For example, Northern Border,
the “prebuild” of the Eastern leg, has a cost of service tariff where all operating
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costs plus a guaranteed return of and on equity is recovered through the demand
charges of Northern Natural, Panhandle, and United. When a normal pipeline
transports gas under Order No. 500, the Commission requires that a 100% load
factor rate be charged for interruptible transportation, and any rate discounts are
borne by the shareholders of the pipeline. In contrast, on Northemn Border, the 100%
load factor rate would be about 64¢, which Northern Border concedes would render
the Alberta gas unmarketable in the Midwest. So, the Commission allows Northern
Border to discount these rates, but the discount is borne by the customers of
Northern Natural, Panhandle, and United instead of the shareholders until the
discount reaches the level of 40¢. Thus, domestic producers and consumers
subsidize the transportation of the Canadia.. gas.

Adding to this, under Opinion No. 256, the Commission will adjust Canadian
pipeline transportation charges to conform to the Modified Fixed-Variable (MFV)
rate design. However, Northern Border and the other prebuilt segments are not on
the MFV rate design. This results in costs which should be included in the
Canadian gas commodity charge being reflected instead in its demand charge.
Presently, various parties are challenging this before the FERC, but we would hate
to see the Free Trade Agreement used as a pretext for retaining this unfair rate
design distortion which benefits Canadian gas.

It is ironic that Northern Border continues to claim special privileges as an
ANGTS pipeline after the Alaskan segment has been postponed indefinitely. In fact,
Northern Border’s recent expansion application which would extend the pipeline
from Ventura, Iowa, to Tuscola, Illinois, not only deviates from the Presidentially-
approved route, but also demonstrates that Northern Border is becoming a pipeline
for transporting spot market gas instead of a pipeline structured to transport
Alaskan gas. Of course, it remains to be seen who will end up bearing the burden of
Northern Border’s proposed $534 million expansion.

Domestic producers must make extensive capital investments “up front” on
exploration and development. They finance these efforts in large part based on long-
term contracts with purchasers. Take-or-pay clauses play an important role in such
financial arrangements. Unfortunately, the recent FERC Order No. 500 series has
the effect of abrogating many of these contractual relationships. (The effect is so
severe that the FDIC, which represents the interests of many production properties
that have been foreclosed, was prompted to seek a waiver from the terms of Order
No. 500 from the FERC.) While not advocating a continuation of the cross-crediting
provisions of Order No. 500 any longer than would otherwise be the case, it is
important to note that because Canadian production must be held in a separate
corporate entity, Canadian gas is not subject to cross-crediting with U.S. production
under Order No. 500. This gives Canadian gas a tremendous marketing advantage.
Similarly, the Commission in recent orders has prohibited, as a general rule,
recovery of take-or-pay settlement costs in pipeline demand charges. However,
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take-or-pay settlements of border contracts have been allowed to shift settlement
costs into pipeline demand charges with impunity. Again, a policy on take-or-pay
settlement costs which treat domestic and Canadian gas fairly is needed.

A fundamental flaw in the current regulation of transactions at the border is the
assumption that market forces will somehow solve all of our current problems. This
assumption is undercut by the many affiliate relationships present at the border. For
example, Pacific Gas and Electric purchases its Canadian gas from its affiliate
Alberta and Southern. The gas then is transported through another affiliate, Pacific
Gas Transmission, Pacific Gas and Electric’s primary concern is not the lowest cost
gas for its customers, but rather looking out for its affiliates' business interests.

Hence, rates are structured to take Canadian gas while less expensive domestic
supplies are available. Because ownership of import-related pipeline projects is so
pervasive, it is difficult to identify interstate pipelines that have no financial interest
in the outcome of policy decisions which confer advantages to Canadian gas. As a
result, only the producing and consuming segments of the industry are left to speak
out against the current inequities,

Because many transactions, including the “spot market” blanket transaction,
occur through affiliates, the regulatory structure cannot assume that these
arrangements resulted from arms-length transactions. In addition, because the
ERA has granted substantial blanket import authorizations to the unregulated
marketing affiliates of many interstate pipelines, these affiliates are in a position to
capitalize on the monopoly power arising from their affiliates’ control of border
facilities. In general, much work is needed to address the abuses by pipeline
marketing affiliates, and we look forward to the Commission’s rule on this subject.
However, we fear that the rule will not address the special problem of affiliate
transactions at the border and that either the ERA will continue to refuse to work cn
the problem or that any FERC action will be thwarted by the Canadian’s misuse of
the procedures established under the Free Trade Agreement.

Conclusion

While we know it is not covered by the agreement, we did want to bring to your
attention some existing discrepancies in the tax treatment of Canadian and U.S.
producers.

We know that the negotiators agreed not to try to assess the relative equity of
the two nations' tax codes and production incentive programs. Instead, they
provided a mechanism for aggricved parties on either side of the border to seek trade
relief action -- and possible equity through countervailing duties.

However, and again in the interest of fair trade at a time we are talking about
free trade, we are urging the Congress to consider significant changes in the tax
code to put U.S. producers on a more even footing with their Canadian counterparts.
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For example, Canada wisely has repealed its windfall profit tax. Our Congress
should do the same. Canadians have a much milder form of alternative minimum tax
(individual rates are 17 percent and there is no corporate AMT) and drilling
expenses in Canada are not treated as preference items. Canada also offers its
producers exploration tax credits. We should not do less.

In conclusion, again we would repeat our plea -- if it is time for free trade with
Canada, and it probably is, then it is time for fair trade. We hope you agree and will
help us to bring about the legislative and regulatory changes necessary to give
domestic producers fair treatment.

Thank you.
Table I

Alberta Toront Border Domestic

Wellhead

Year Bl":>z'ridce¢ar %Por{iecsea ¢ t.:erpiocre': eP ri ceea
1978 . NA NA $2.21 $ .91
1979 NA NA $2.60 $§1.18
1980 $1.48 $2.10 $4.47 $§1.59
1981 $1.56 $2.57 $4.94 $§1.98
1982 $1.75 $3.10 $4.94 $2.46
1983 $§2.16 $3.36 $4.,40 $2.59
1984 §2.30 $3.23 $3.40 $2.66
1985 $2.16 $2.93 §3.15 $2.51

1986 NA NA $2.51 $1.94
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PREPARED STATEMENT OF BENJAMIN Y. CooPER

BEFCRE THE
SENATE COMMITTEE ON FINANCE
April 12, 1988

Mr. Chairman and Members of the Committee, I appreciate the opportunity to
appear before you today in support of the Free Trade Agreement between the
United States and Canada. My testimony today is presented in behalf of the
Printing Industries of America and the National Association of Printers and
Lithographers. Together these two organizations represent over 15,000
printers in the United States and over 90 percent of the sales of the U.S.
printing industry.

The U.S. printing industry is one of the nation's largest industries with over
35,000 establishments, Value of shipments for these firms in 1987 was $62
billion. The industry employs 770,000 persons. To put these figures in
perspective, the U. S. printing industry employees over 350,000 more workers
than the camputer industry, and sales of the printing industry exceed that of
the camputer imdustry by $3 billion, Despite its large size, the U. S.
printing industry is dominated by small firms, with the average firm having

oanly 22 employees.

The support of the U. S. printing industry for free trade with Canada is not a
new issue. For the past 20 years, the Printing Industries of America and
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other associations in the industry have worked to oconvince the Canadian
govertment to remove discriminatory trade barriers between the two ocauntries.
Our zeal for free trade with Canada is cbviocus when one considers that over
half of our exports in printing go to Canada. In 1987, the U. S. exported
$750 million in printed products to Canada. It beccmes even more obvious when
one realizes that the trade barriers imposed by Canada on printed products

defy description. The following is capsule of the barriers we currently face:

Tariffs - The tariffs on printed products are the highest of all
Canadian tariffs with the highest being a 28.6 percent tariff on
catalogs followed by a 24.3 percent tariff on advertising products;

Pogtal Rates - Magazines and Newspapers printed in the United States but
miledincamdapaypostalra-cw up to six times the rate paid by
publications printed in Canada;

Import Restrictions - U. S. printed publications containing more than §
percent of its advertising content directed at a Canadian audience may
not be brought into Canada.

The U. S. maintains no trade restrictions even remotely similar to these
barriers. We have no tariffs on catalogs, our advertising tariff is 4.9
percent, and the only non-tariff barrier in the U. S. to printed products is a
prohibition on the import of lottery tickets printed outside the U. S.
Essentially, the U.S. has achieved free trade. We are merely waiting for
Canada to join us.

Clearly, the approval of the Free Trade Agreement is beneficial to the U. S.
printing industry. Under the Agreement, all tariffs would be eliminated in 5
years. By our estimates, approximately $500 million in new business could be
made available to U. S. printers if these restrictive tariffs were
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eliminated. In view of the fact that U. S. printers exported $750 million in
1987 to Canada, such an increase would be tremendous.

As pleased as we are with the overall achievements for the U.S. printing
industry with the Free Trade Agreement, we regret that more progress was not
made with regard to the non-tariff items. The discriminatory postal rates and
import prohibitions will continue after the signing of the Agreement.
Regrettably, the barriers to trade are covered under that enormous umbrella
known as “aultural sovereignty.® In the negotiations, Canada evidently
accepted the U.S. printing industry's argument that primting is not a
"aultural" industry but would not go so far as equating postage rates and
advertising restrictions with printing. Instead these apparently were viewed
as publisher issues. It is true that publishers are affected by the
restrictions, but the prohibition itself primarily relates to the place of the
printing.

Despite these restrictive tariff and non-tariff barriers, the U. s. printing
industry has managed to maintain a favorable balance of trade with Canada for
a nurber of years. As the aopa\'panyim matarial indicates, the favorable
balance has been in the area of books and periodicals. It should came as no
surprise that these are also the areas where there are no tariffs. These are
clearly major product areas for the U. S. printing industry, but the key
statistics to review are the negative balances in catalog and "all printing”
categories which are the ‘'heart and soul" of the U.:: industry. Advertising
printing represents 30 percent of the U. S. industry amd catalog printing 14

percent (compared to magazines at 17 percent and books at 5 percent). Yet,
our exports in these areas are limited. We believe these limitations are due

almost entirely to the excessive Canadian tariffs on catalogs ard advertising
material.

Elimination of the tariffs between the U. S. and Canada would resolve the
problems with catalogs and general cammercial printing. while this change
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would be immediately beneficial to printers along the U. S./Canadian border,
the long term benefit would be found throughout the econcmy as U. S. campanies
would buy U. S. printing to suport the products they sell into Canada.
Curently, there is an advantage for a U. S. carpany selling into Canada to
use a Canadian printer to produce the advertising and descriptive materials to

acocampany the products.

The postal rate issue was an interesting one to follow since its was announced
that an agreement had been reached on discriminatory postal rates. Canada
initially agreed to remove the higher rates for U. S. printed publications but
apparently reconsidered. The negotiations later turmed on the phrase
"substantial circulation." In cother words, discriminatory rates would be
eliminated for substantial circulation publications but not for s=maller
mgazines. The circulation figure Canada indicated it would accept was
100,000, eliminating all but three magazines (according to our information)
fram favorable consideration. It was our feeling that the U. S. was better
off with no agreement than an agreement which further discriminated against
U.S. printers and publishers.

As stated in the begiming of this testimony, the U. S. printing industry is
strongly supportive of this Agreement. Our efforts to achieve freer trade
with Canada have included legislative attempts to remove barriers or to raise
ors to an equivalent level. Additionally, in 1987, the Printing Industries
of America drafted a Section 301 Petition against Canada specifically naming
the trade barriers listed on pages cne and two of this testimony. We never
filed that petition, instead preferring to work within the oontext of a Free
Trade Agreement, If this Agreement is not approved, we will have to
reconsider whether to file that camplaint. Regardless of the outcame of the
Areement, we mist also oonsider whether it will be necessary for us to
proceed with the 301" Petition to attempt to have the other barriers removed.
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We would hope the Corgress would seriocusly consider contimuing to work with
Canadian officials to address, in particular, the postal rate issue. Clearly,
the U.S. Postal Service has problems with revermue, and yet we do not punish
foreign printers and publishers who wish to mail in this country. Perhaps we
should consider such increases in the future for those nations which impose
inequitable restrictions on the U. S.

In oconclusion, we wurge your support and prompt ratification of the Free Trade
Agreement. The fact that we are unhappy with aspects of the Agreement is part
of the give-and-take that goes into any negotiations. We ask, too that, as
you consider the outcame of this matter, you look to industries such as
printing. Industries such as ours pay little attention to trade. With few
exceptions, our members know little about export. They only know that they
see Canadian printers ocampeting for work they have been doing. They do not
mind the competition. They are used to it. However, they do cbject when they
have no opportunity to oompete for work in the country of the competitor.
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it .. . T L.rTIn, Eyecutive Director

Independent Zinc Alloyers Association, Inc.

The United States-Canada Free Trade Area Agreement
(FTA) is an economic marriage of over 200 million people in
the U. S. to over 20 million people in Canada. It is an

historic document.

The FTA is acclaimed (n many quarters of both our
countries as good for the United States and good for Canada
and the fcundation of a North American production and

trading bloc.

It is a bilateral document between two strong allies,
However, to our other allies and to the rest of the world,
it can be viewed as a unilateral action and a signal to
developing countries that the U. S.- Canada bloc can become
largely self-sufficient in natural resources, production,
consumption and trade, The FTA may be a step toward the

economic isolation of U. S.-Canada.

As a case in point, examine only the tariff section of
the Agreement. As tariffs between the two nations dwindle
away and trade between our two countries intensifies, the
tariffs of the United States and Canada will continue to
stand against the rest of the world. We become something
of a monolith within which those U. S. companies that rely
upon foreign sources for raw materials must look only to
Canada because of advantageous prices as the result of
fallen tariffs. Sources outside the FTA will be kept out

by our joint tariff walls.
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Canadian zinc producers may have a double incentive to
market zinc alloy in the United States as a result of the
FTA. As the 19% ad valorem duty on zinc alloy falls, they
may wish to take advantage of their substantially lower
production costs to compete with U. S. independent zinc
alloyers., Secondly, since there may be a shcrtage of
imported producer zinc for alloyers at the Canadian price,
Canadian producers may have to supply zinc alloy to the

U.S. to make up any shortfall.

In either event, U. S. independent zinc alloyers may

lose their markets to Canadian companies who then will have
the benefit of our 19% duty against the rest of the world's

zinc alloy producers.

The Canadians may have found some answers to these
dilemmas. The Economic Council of Canada, a Crown
Corporation whose members are appointed by the Prime
Minister, has just published the results of a study

titled: Managing Adjustment, subtitled Policies for

Trade-Sensitive Industries, *

It is intended as a guide for governments. It is a
study from which our government trade institutions can
benefit. Since it will likely guide one side of this
trade marriage, Canada, it ought to have great relevance

and usefulness to our side.

The Council, writing in the Foreword to the report,
enumerates the difficulties governments have had in
international trade areas with the growth and

liberalization of trade from the end of World War II to the
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present., A brief paragraph at the opening of the study

report states:

"The purpose of this study is not only to assess the
amount of change that is taking place but also to examine
the appropriate role for governments in fostering
adjustment and in moderating its more painful side

effects.”

admitting that Canadian subsidy and capital investment
policies may have been mistakes and done as much to hinder

as to help trade-sensitive industries the report also says:

"Quota restraints provide both labour and capital with
time to adjust. To the extent that an import surge is
likely to cause 'serious injury' there is a rationale for
giving industry a breathing space in which to adjust.
Consequently, we support the use of quotas to assist
industries adversely affected by international competition,

provided that Canada corrects the mistakes of the past.,"

Canada already has launched this policy in anticipation

of the implementation of the FTA.

In January, the Canadian government circumvented the
FTA by restricting exports from the U. S, of ice cream, ice
milk, yogurt, skim milk and buttermilk. 1In effect, Ottawa
placed a quota on certain dairy products to protect its

domestic industry form U. S. competition.

More recently, as we all know, the Canadian government

has granted tariff relief to its textile industry which,
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while it may be legal under the FTA, does not support the

intent of the agreement.

The Prime Minister of Canada and his government

advocate the broadest possible free trade arrangement
between our two countries. Nevertheless, the Economic
Council of Canada, appointed by the Prime Minister,
publicly recommends the use of quotas to assist Canada's
trade sensitive industries. Mr. Chairman and members of
the Committee, I urge you to consider in the enabling
legislation corresponding measures to assist U. S. import

sensitive industries.-

Prior to World wWar II the United States was isolated
economically and militarily. The vast resources and
production capabilities of this country enabled us to be
the arsenal of democracy and to end our isolation. Today,
lacking resources and with greatly reduced production
capabilities, we seem to be reaching backward by using
bilateral trade agreements to re-isolate ourselves. First,
in close economic alliance with Israel, and now with our

great atly Canada.

Independent zinc alloyers, all small firms and all but
one family owned, as a result of the FTA, may lose their

meéﬁing and their role as part of the American industrial

base.

*The report is available from the Canadian Government

Publishing Centre.
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TESTIMONY OF SENATOR PETE V. DOMENICI
BEFORE THE SENATE FINANCE COMMITTEE

APRIL 13, 1988

Mr. Chairman, in the months ahead the Congress will consider
the U,S.-Canada Free Trade Agreement. It is an historic
agreement, one creating a single market that reaches from above

the Arctic Circle to the Rio Grande.

These landnarks give the min)°® eye a vivid description of
just how far this Agreement reaches. But dollar figures provide
an equally impressive measurement of the significance of the
Agreement, The bilateral trade between the United States and

Canada in goods totaled $124 billion in 1986.

American exports to Canada exceed our exports to the entire
European Community. They are more than double those to Japan.
In fact, our trade with the province of Ontario alone exceeds our

trade with Japan.

Clearly, this is a very important agreement and desexves the

careful study of every Senator.

I have introduced legislation that I believe is absolutely

esscntial if this Agreement is to prove effective andg fair.

The United States and Canada are more than neighbogs. We
are friends and allies. President Reagan characterized the
relationship as "kin who together have built the most productive
relationship between any countries in the world today." For the

United States, close economic ties with its largest trading
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partner are important; for Canada, with three-quarters of its

trade going to the United States, those ties are essential.

This Agreement would create the largest free trade area in
the world. I think the President should be commended for
pursuing the idea. I believe firmly that c~ “he United States
and the world wrestle with how to best compete in the global
market place, this bilateral agreement is likely to prove an

invaluable blueprint.

This Agreement is even more important because it will be the
first bilateral Agreemeant since John Naisbitt told us that a
major “megatrend" of the future would be competition in a global

economy .

The handling of this Agreement is critical to our future
because it will be the model for Agreements with other major
trading partners. Its strengths and weaknesses will be magnified
because they will almost certainly be repeated elsewhcre. They
will be repeated simply because we are at a critical juncture of
moving into a global economy. This Agreerent will be extensively
discussed in the new trade round. It will be the "mark-up
docunent" or "terns of reference" for beginning free trade
agreement negotiations with Mexico, Japan, China, and o£her key

trading partners.

For that reason we can't afford to make mistakes, or to
overlook the shortcomings of the Agreement., We must hone this
Agreement, the implementing language, and policies we pursue as a
result of the agreement as closely as we can, because this
Agreement will be the precedent. It will set both the tone and

content for future negotiations.
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Secretary Baker testified before the House thai. . United
States was able to get 9 out of 10 negotiating objectives.
That's pretty good. But it isn't good enough when you think
about this agreement as the prototype for our transition into a

global economy.

I have been told by Administration officials that they can't
go back and renegotiate weak érovisions. I met with the Canadian
Ambassador and he said that it isn't politically possible for his
government to "give" on any additional areas,

The text of the Agreement must stand or fall as written,

The Congress will be asked to vote on this Agreement,

without amendments., 1Is this a good Agreement? Yes or No?

My law professor used to say that in a good agreement, all

of the "whereases" lead logically to the “"therefores."

By tlis standard, the Free Trade Agreement is not a good
agreerent., Chapter Nine is the Energy chapter of the Agreement.
In a most glaring manner, the "whereases" fail to produce the

"therefores,"

Wnile the Energy Chapter is only 1 of 20 chapters in the
Agreement, U.,S.,-Canada trade in energy is the largest in the
world. 1Its value exceeds U.S, bilateral trade with nearly all of

our other trading partners.

The major purposes that are stated for this agreement

include tle following:

* Promoting productivity, full employment, and steady
improvement of living standards for citizens employed in their

respective countries;
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* Ensuring a predictable commercial environment for

business planning and investment; and

* Strengthening the competitiveness of U.S. and Canadian

firms in global markets. .

The Agreerent's further objective is to create the
proverbial "level playing field." Under the Agreement, all
tariff barriers would come down, and the U.S. and Canada would

become a single market operating under the same rules.

That sounds fabulous., But the one negotiating objective the
U.S. failed to obtain from the Canadians was any significant

concessions on subsidies.

In the o0il and gas exploration area, these subsidized

incentives are very significant. For example:

* Canadian "royelty holidays," when royalty payments are
suspended or eliminated, are provided for production from any
wells spudded between October 1986 and November 1989. These
holidays are available for exploration wells and the holidays
can last for up to five years. By contrast, The U.S. has Federal

and state royalty rates that range from 12-1/2 to 25 percent.

One U.S. producer has calculated that the total U.S. royalty
burden stands between 22 and 25 percent, counting Federal, state,
county and even school board levies, 1In contract, ne estimates
the burden on small to medium sized independents in Alberta,
Canada --- the source of more than four/fifths of Canadian oil

and gas production --- stands between zero and 5 percent,

Is this a level playing field? .
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* Alberta Royalty Tax Credit Prograin for small producers
was enricheé by $67 willion in 1987 and Saskachewan introduced a
price sensitive royalty rate structure resulting in reduced
royalties when prices até>low, and a flat royalty of 1 percent
for wells producing less than five barrels per day. The United

States has nothing comparable.

Is this a level playing field?

* Canada allows up-front tax deductions on all geoclogical

and geophysical costs. The U.S. requires them to be capitalized

over the life of the well,
Is this a level playing field?

* Under the Agreement, restrictions on U.S. investment in
Canadian oil and gas exploration companies will remain in place,

The U.S. has no comparable restrictions,
Is this a level playing field?

And there is lots more. Canada repealed its Windfall
Profits Tax. And though a similar repealing provision has been
approved by House and Senate Conferees in the Omnibus Trade Act,
the U.S. has yet to do so. If this legislation becomes law,
repealing the Windfall Profits Tax would be a step in the right

direction but it would not be enough.

And the Canadian Exgploration and Developrment Incentive

Program provides direct cash assistance to the petroleum

industry For every $2 of exploration and development collars a

Candaian firm puts up, the Canadian Governmcnt puts up $1 up to

$10 million per firm. We have nothing comparacle.
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Are these indicators of fairness, a level playing field?

The Agreement allows the U.S. and Canada to keep in place
its existing incentives and to enact additional incentives for
oil and gas exploration, development, and related activites in

order to maintain the reserve base for these energy resoures,

what happened to fairness here?

The U.S. Department of Energy which has clearly been in the
forefront of those calling for approval of the Administration's
Agreement recently drafted a study comparing U.S. and Canadian
tax and fiscal treatment of oil and gas production. They are
sitting pretty tight on this because they know that their
conclusions don't match what they preach. Let me quote directly
here from their findings. It says, "It appears that small
producers operating within the limits of Canada's incentives
programs will experience lower overall tax and royalty
obligations than comparable producers operating in the United
States," What this means is that small producers, who happen to
be the majority in my state of MNew Mexico, and in our country,
loose out to Canadian producers. And let's not forget that
independents in this country drill 90% of wild cats and 75% of
developnent wells. Add to this the fact that about half of U.S.
proauction ana half of the reserves in 0il and gas are in the
hands of the independents, and one begins to sce the seriocusness
of the problem. They are having a very touch time as it is with
the way the market is now, and this Agreement is about as welcome

as another OPEC crisis.

If you agree with me that this clear lack of parity is a
major wecakness of the Agreement, I hope you will support in

sponsoring the "U.S. Canada Free Trade Agrcement 0il and Gas
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Incentive Equalization Act of 1988." This bill has eight

cosponsors including my good friend from Oklahomz, Senator Boren.

I would have prefered that the negotiators go back and
eliminated the subsidies and other incentives so that the oil angd
gas companies on either side of the border can have comparable

government subsidies or incentives,

But that is not possible. The only alternative that I can
propose is to pass legislation-before or at the same time as the
Free Trade Agreement, legislation that provides catch-up

incentives for the U.S. o0il and gas industries.

My bill specifically seeks to conform the intent of the
Agreement with the realities of the o0il and natural gas
marketplace in llorth America. It seeks to provide parity betwecen
the tax burdens and the exploration and developmen: incentives
that are provided by the U.S. government and similar burdens and
benefits conferred upon Canadian companies by the Canadian and

provincial governments,

This equalization is absolutely essential if the intent of
the U.S.-Canada Free Trade Agreement is to be carried out

successfully.

I wish to reiterate: This is second best policy. But it is
vital policy if we are ever going to get the Canadians to
eliminate their subsidies. If they have substantial subsidies

and we have few, we have nothing to bargain with,

The skeptics might say that the U.S. industries could bring
1 countervailing duty case. 7Yet the Agreement replaces Article
IIT 3judges with a politically appointed panel for binding, final

determination of such cases, I am not sure an industry that has
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>een suffering for the past four years can afford that kind of a

political risk.

As a nation, we can't leave the question of whether we will
have an o0il and gas industry io five political appointees. And
let's not forget that the U.S. only appoints half of the
panelists, The Canadians have their own best interests operating

here as well.

Taxes are one area of concern. There are regulatory issues
that are also a concern, such as FERC order 256, I won't go into
those issues today, but I intend to discuss them during the

Energy Coiwrittece hearincs scheduled for next week.

Mr. Cnairman, I ask that a copy of a summary of the bill, as

well as a copy of the bill itself, be included in the Record.

Thank you,
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"U.S. Canada Free Trade Agreement
0il and Natural Gas
Incentive Equalization Act of 1988"

A bill to be introduced by Senator Domenici, cosponsored by
Senators Boren, Nickels, Wallop, Johnston, Wallop, Breaux,
Simpson, Bingaman, McClure.

The findings and purposes of the bill are identical to the
cbjectives set forth in the U.S.~Canada Free Trade
Agreement, however the findings specifically mention o0il and
natural gas.

Purpose of the bill is to conform the intent of the
U.S.-Canada Free Trade Agreement with the realities of the
0il and natural gas marketplace in North America; to provide
parity between the tax burdens and the other exploration and
development incentives provided in the United States and
Canada.

Specifically, the bill includes the following provisions:

Expresses the intent of Congress that this Act be enacted
prior to or at the same time as Congress considers the
U.S.-Canada Free Trade Agreement.

Repeals tne Windfall Profits Tax to conform the U.S.
Internal Revenue Code with the Canadian Income Tax Act,
which repealed the Canadian Windfall Profits Tax in 1986.

Improves tax treatment of geological, geophysical and
surface casing costs to provide parity between the U.S.
Internal Revenue Code and the Canadian Income Tax Act.

Eliminates the Income Limitation Rule to assure parity
between the U.S. Internal Revenue Code and the Canadian

Income Tax Act.

Reforms the percentage depletion allowance to provide
incentives to offset resource allowances provided by the
Canadian government.

Repeals the Net Transfer Rule to provide a "catch up"
incentive since the U.S. industry is required to pay
substantially higher royalties than Canadian companies.

Repeals the recapture provisions dealing with disposition
of o0il, gas, or geothermal property interests in ,order to
provide "catch up™ incentives for U.S. industry, which pays
substantially higher royalties than Canadian companies.

——— - ————————

Provides a marginal production credit in order to offset
exploration credits provided by the Canadian and provincial
governments.

Provides a crude o0il production credit for maintaining
economically marginal wells, a credit that offsets the cash
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payments made by the Canadian provincial government for
exploration and developmert.

Provides a crude oil and natural gas exploration and
development credit to offset exploration and development
credits provided by the Canadian and provincial governments.

Eliminates intangible drilling costs as a preference item
under the Alternative Minimum Tax in order to provide parity
between U.S. Internal Revenue Code and the Canadian tax
code.

Establishes a procedure underwhich the Congress and the
Administration work together to implement a plan designed to
decrease imports whenever foreign oil dependence exceeds 50
percent.

Repeals the taxable income test for percentage depletion in
order to partially offset the rescurce allowances provided
by the Canadian Government.
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100rH CONGRESS
LS S, 2006

Entitled the “United States-Canada Free Trade Agreement Oil and Natural Gas
Incentive Equalization Act of 1988".

IN THE SENATE OF THE UNITED STATES

FeBrUARY 25 (legislative day, FEBRUARY 15), 1988
Mr. DoMenNict (for himself, Mr. Boren, Mr. NickLES, Mr. JOHNSTON, Mr.
WavrLor, Mr. BREAUR, Mr. SiMpson, Mr. BINGAMAN, and Mr. McCLURE)
introduced the following bill; which was read twice and referred to the Com-
mittee on Finance

A BILL

Entitled the “United States-Canada Free Trade Agreement Oil
and Natural Gas Incentive Equalization Act of 1988”.

1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
3 SEC. 101. SHORT TITLE.

4 This Act may be cited as the “Canadian Free Trade
5 Agreement Incentive Equalization Act’’.

6 SEC. 102. FINDINGS AND PURPOSES.

7 (a) FINDINGS.—The Congress finds that—
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2
(1) the United States and Canada should strength-

en the unique and enduring friendship between their
two nations;

(2) the United States and Canada should promote
productivity, full employment, and steady improvement
of living standards for citizens employed in the oil and
natural gas industries in their respective countries;

(8) the United States and Canada should create
an expanded and secure market for oil and natural gas,
goods and services produced in their territories;

(4) the United States and Canada should adopt
clear and mutually advantageous rules governing their
trade in all areas including oil and natural gas;

(5) the United States and Canada should ensure a
predictable commercial environment for business
planning and investment in the oil and natural gas
industries;

(6) the United States and Canada should strength-
en the competitiveness of United States and Canadian
oil and natural gas firms in global markets;

(7) the United States and Canada reduce govern-
ment-created trade distortions while preserving the two
countries’ flexibility to safeguard the public welfare;

(8) the United States and Canada should build on

their mutual rights and obligations under the General
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Agreement on Tariffs and Trade and other multilateral

and bilateral instruments of cooperations;

(9) the United States and Canada should contrib-
ute to the harmonious development and expansion of
world trade and to provide a catalyst ;o broader inter-
national cooperation; and

(10) that since the purposes and objectives of this
Act are identical to those stated in the United States-
Canada Free Trade Agreement except that they relate
specifically to the oil and natural gas industry, it is the
intent of Congress that this Act be considered, and
passed prior to, or at the same time the Congress con-
siders the Canada Free Trade Agreement.

SEC. 103. PURPOSE.

It is the purpose of this Act to conform the intent of the
United States-Canada Free Trade Agreement with the reali-
ties of the oil and natural gas market place in North America;
and to provide parity between tax burdens and exploration
and development incentives provided by the United States
Government and similar burdens and benefits conferred upon
Canadian companies by the Canadian and provincial govern-
ments. This equalization is necessary if the intent of the
United States-Canada Free Trade Agreement is to be suc-

cessfully carried out.
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nue Code with the Canadian Income Tax Act which repealed the
Canadian windfall profits tax.

Improved tax treatment of geological, geophysical, and surface casing
costs to provide parity between the United States Internal Reve-
nue Code and the Canadian Income Tax Act.

Elimination of the net income limitation rule to provide parity between
United States Internal Revenue Code and the Canadian Income
Tax Code.

Reforming percentage depletion to provide incentives in order to partially
offset the resource allowances provided by the Canadian Govern-
ment.

Repeal of transfer rule to provide a “catch-up” incentive since the
United States industry is required to pay substantially higher roy-
alties than Canadian companies do, especially for exploration
wells.

sipeal of recapture provisions dealing with disposition of oil, gas, or geo-
thermal property interests in order to provide ‘‘catch-up’ incen-
tives for United States industry that pays substantially higher roy-
alties than Canadian companies, especially for exploration wells.

Marginal production credit in order to offset exploration and development
credits provided by the Canadian and provincial governments.

Crude oil production credit for maintaining economically marginal wells
in order to offset cash payments made by the Canadian Provincial
Government for exploration and development.

Crude oil and natural gas exploration and development credit to offset
exploration credits provided by the Canadian and provincial gov-
ernments.

Removal of intangible drilling costs from the alternative minimum tax to
provide parity between United States Internal Revenue Code and
Canadian Tax Code.

Establishes a procedure under which the Congress and the administration
work together to implement a plan designed to decrease imports
whenever foreign oil dependence exceeds 50 percent.

Repealing the taxable income test for percentage depletion in order to
partially offset the resource allowances provided by the Canadian
Government.

SEC. 105. REPEAL WINDFALL PROFITS TAX TO CONFORM THE

U.S. INTERNAL REVENUE CODE WITH THE OGA-
NADIAN INCOME TAX ACT WHICH REPEALED

THE CANADIAN WINDFALL PROFITS TAX.

(a) Chapter 45 of the Internal Revenue Code of 1986

(referred to in this title as the ‘““Code’’) is repealed.
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1 (b)(1) Sections 6050C, 6076, 6232, 6430, and 7241 of
2 the Code are repealed.
3 (2)(A) Subsections (a) of section 164 of the Code is
4 amended by striking paragraph (4), and redesignating the
5 subsequent paragraphs as paragraphs (4) and (5), respec-
6 tively. |
7 (B) The following provisions of the Code are each
8 amended by striking ““44, or 45" each place it appears and
9 inserting ‘“or 44"’

10 (1) section 6211(a),

11 (i) section 6211(bX2),

12 (iii) section 6212(a),

13 (iv) section 6213(a),

14 (v) section 6213(g),

15 (vi) section 6214(c),

16 (vil) section 6214(d),

17 (viii) section 6161(b)(1),

18 (ix) section 6344(a)(1), and

19 (x) section 7422(e).

20 (0) Subsection (a) of section 6211 of the Code is amend-

21 ed by striking *‘44, and 45" and inserting ‘“‘and 44”.

22 (D) Subsection (b) of section 6211 of the Code is amend-

23 ed by striking paragraphs (5) and (6).

24 (E) Paragraph (1) of section 6212(b) of the Code is

25 amended—
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(i) by striking ‘‘chapter 44, or chapter 45’ and in-

serting ‘‘or chapter 44", and
(i) by striking ‘“‘chapter 44, chapter 45, and this
chapter” and inserting ‘‘chapter 44, and this chapter”.

(F) Paragraph (1) of section 6212(c) of the Code is
amended—

(i) by striking ‘“‘of chapter 42 tax’’ and inserting

“or of chapter 42 tax”, and

(i) by striking ““, or of chapter 45 tax for the
same taxable period”’.

(G) Subsection (e) of section 6302 of the Code is amend-
ed by striking “(1) For” and inserting “For”’, and by striking
paragraph (2).

(H) Section 6501 of the Code is amended by striking
subsection (m).

(I) Section 6511 of the Code is amended by striking
subsection (h) and redesignating subsection (i) as subsection
(b).

(J) Subsection (a) of section 6512 of the Code is
amended—

(1) by striking “‘of tax imposed by chapter 41’ and
inserting “‘or of tax imposed by chapter 41", and
(i) by striking *, or of tax imposed by chapter 45

for the same taxable period”.
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(K) Paragraph (1) of section 6512(b) of the Code is
amended—

(i) by striking “‘of tax imposed by chapter 41" and
inserting “‘or of tax imposed by chapter 41”’, and

(i) by striking “, or of tax imposed by chapter 45
for the same taxable period'.

(L) Section 6611 of the Code is amended by striking
subsection (h) and redesignating subsections (i) and (j} as sub-
sections (h) and (i), respectively.

(M) Subsection (d) of section 6724 of the Code is
amended—

(i) by striking clause (i) in paragraph (1)(B) and
redesignating clauses (i) through (x) as | clauses (i)
through (ix), respectively, and

(i) by striking subparagraphs (A) and (K) of para-
graph (2) and redesignating subparagraphs (B), (C),
D), (), (M, @), @, M, ), @), M), M), (), @),
(Q), R), (8), and (T) as subparagraphs (A), (B), (C),
D), EB), ®, (@), @), O, ), K), L), M), ), (0),
(P), (Q), and (R), respectively.

(N) Subsection (a) of section 6862 of the Code is amend-
ed by striking “‘44, and 45" and inserting “‘and 44"".

(0) Section 7512 of the Code is amended—
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(i) by striking “, by chapter 33, or by section

[y

4986” in subsections (a) and (b) and inserting ‘“or
chapter 33", and
(ii) by striking *, chapter 33, or section 4986 in
subsections (b) and {¢) and inserting ‘‘or chapter 33".
(3)(A) The table of contents of subtitle (D) of the Code is
amended by striking the item relating to chapter 45.
(B) The table of contents of subpart B of part III of

Nlo B <R B - - B N VLI )

subchapter A of chapter 61 of the Code is amended by strik-

—
o

ing the item relating to section 6050C.
(C) The table of contents of part V of that subchapter is

P ek
N

amended by striking the item relating to section 6076.
(D) The table of contents of subchapter C of chapter 63

bd ek
- W

of the Code is amended by striking the item relating to
section 6232.
(E) The table of contents of subchapter B of chapter 65

—
a O

of the Code is amended by striking the item relating to
section 6430.
(F) The table of contents of part II of subchapter A of

DD !
QS W o =2

chapter 75 of the Code is amended by striking the item relat-

(-]
—

ing to section 7241.

(]
(3]

(c) The amendments made by this section shall apply to

crude oil removed from the premises after the date of the

[ I ]
Qo

enactment of implementing legislation for the United States-_

[
(%)}

Canada Free Trade Agreement.

91-520 -~ 89 - 6
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SEC. 106. IMPROVED TAX TREATMENT OF GEOLOGICAL, GEO-

PHYSICAL, AND SURFACE CASING COSTS TO
PROVIDE PARITY BETWEEN THE UNITED
STATES INTERNAL REVENUE CODE AND THE
CANADIAN INCOME TAX ACT.

(2) IN GENERAL.—Subsection (c) of section 263 of the
Internal Revenue Code of 1986 (relating to intangible drill-
ing and development costs in the case of oil and gas wells
and geothermal wells) is amended by inserting before the last
sentence the following new sentence: ‘‘In the case of oil and
gas wells, the tax treatment which applies to the taxpayer’s
intangible drilling and development costs shall also apply to
surface casing costs and to geological and geophysical costs
for the purpose of ascertaining the existence, location, extent,
or quality of any deposit of oil or gas within the United
States (within the meaning of section 638(1)) or a possession
of the United States (within the meaning of section 638(2)).”

(b) CONFORMING AMENDMENT.—Subparagraph (B) of
section 57(a)(2) of such Code is amended by adding at the
end thereof the following new sentence:

“For purposes of clause (i), the terﬁl ‘intangible
drilling and development costs’ includes surface
casing costs and geological and geophysical costs
described in section 263(c).”.

(c) EFFECTIVE DATE.—The amendments made by this

section shall apply to costs paid or incurred after the date of
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the enactment of this Act in taxable years ending after the
enactment of the implementing legislation for the United
States-Canada Free Trade Agreement.
SEC. 107. ELIMINATION OF THE NET IN.COME LIMITATION
RULE AS IT WOULD APPLY TO OIL AND GAS
WELLS IN ORDER TO PROVIDE PARITY BE.
TWEEN UNITED STATES INTERNAL REVENUE
CODE AND THE CANADIAN INCOME TAX CODE.
(a) IN GENERAL.—The second sentence of subsection
(a) of section 613 of the Internal Revenue Code of 1986 (re-
lating to percentage depletion) is amended by striking out
“Such allowance’’ and inserting in lieu thereof “Except in
the case of an oil or gas well, such allowance”. |
(b) EFFECTIVE DATE.—The amendment made by sub-
section (a) shall apply to taxable years beginning after the
date of the enactment of the implementing legislation for the
United States-Canada Free Trade Agreement.
SEC. 108. REFORM OF PERCENTAGE DEPLETION TO PROVIDE
INCENTIVES IN ORDER TO PARTIALLY OFFSET
THE RESOURCE ALLOWANCES PROVIDED BY
THE CANADIAN GOVERNMENT.
(a) IN GENERAL.—Paragraph (5) of section 613A(c) of
the Internal Revenue Code of 1986 (defining applicable per-

centage) is amended to read as follows:
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“(5) APPLICABLE PERCENTAGE.—For purposes

of paragraph (1)—

“(A) In GENERAL.—In the case of produc-
tion during calendar years beginning after Decem-

ber 31, 1986—

“If the average annual

removal price during The applicable
the calendar year is: percentage is:
Less than $10 ..o 30
$10t0 $15. . e 25
$15 60 $20 ... i 20
Greater than $20 ..........cccceveevivvnicieeneann. 15.

“(B) AVERAGE ANNUAL REMOVAL PRICE.—
For purposes of subparagraph (A), the average
annual removal price for any calendar year shall
be determined by dividing the taxpayer’s aggre-
gate production of domestic crude oil or natural
gas during such calendar year by the aggregate
amount for which such domestic crude oil or natu-
ral gas, as the case may be, was sold (determined
after application of paragraphs (2), (8), and (4) of
section 4988(c)) by the taxpayer.”

(b) EFFeCTIVE DATE.—The amendments made by this

17 section shall apply to production during calendar years begin-

18 ning after the enactment of the implementing legislation for

19 the United States-Canada Free Trade Agreement.
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1 SEC. 109. REPEAL OF TRANSFER RULE TO PROVIDE A “CATCH-
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UP” INCENTIVE FOR UNITED STATES INDUSTRY
THAT PAYS SUBSTANTIALLY HIGHER ROYAL-
TIES THAN CANADIAN COMPANIES ON EXPLO-
RATION WELLS.

(a) PERCENTAGE DEPLETION PERMITTED AFTER

TRANSFER OF PROVEN PROPERTIES.—

(1) IN GENERAL.—Subsection (c) of seciion 613A
of the Internal Revenue Code of 1986 (relating to limi-
tations on pei‘centage depletion in case of oil and gas
wells) is amended by striking out paragraphs (9) and
(10) and by redesignating paragraphs (11), (12), and
(13) as paragraphs (9), (10), and (11), respectively.

~ (2) TECHNICAL AMENDMENT.— Paragraph (11) of
section 613A(c) of such Code, as redesignated by sub-
section (a), is amended by striking out subparagraphs
(C) and (D).

(3) ErrecTivE DATE.—The amendments made
by this subsection shall apply to production after the
date of the enactment of this Act in taxable years
ending after the date of enactment of the implementing
legislation for the United States-Canada Free Trade

Agreement.

(b) EXEMPTION OF STRIPPER WELL O1L FroM WIND-

25 FALL PrOFIT TaX To APPLY AFTER TRANSFER.—
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(1) IN GENERAL.—Subsection (g) of section 4994

of such Code (defining exempt stripper well oil) is

amended to read as follows:

“(g) Exempt STrRIPPER WELL OI1L.—For purposes of
this chapter, the term ‘exempt stripper well oil’ means any
oil—

*(1) the producer of which is an independent pro-
ducer (within the meaning of section 4992(b)(1)),

“(2) which is from a stripper well property within
the meaning of the June 1979 energy regulations, and

‘“(3) which is attributable to the independent
producer’s working interest in the stripper well
property.”.

(2) EFFECTIVE DATE.—The amendment made by
paragraph (1) shall apply to oil removed after the date
of the enactment of the implementing legislation for the
United Siates-Canada Free Trade Agreement.

SEC. 110. REPEAL OF RECAPTURE PROVISIONS DEALING
WITH DISPOSITION OF OIL, GAS, OR GEOTHER-
MAL PROPERTY INTERESTS TO PROVIDE
“CATCH-UP” INCENTIVE FOR UNITED STATES
INDUSTRY THAT PAYS  SUBSTANTIALLY
HIGHER ROYALTIES THAN CANADIAN COMPA-
NIES.

(a) IN GENERAL.—
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(1) PROVISIONS IN EFFECT BEFORE TAX
REFORM ACT OF 1986.—Section 1254 of the Interual
Revenue Code of 1986 (relating to gain from disposi-
tion of interest in oil, gas, or geothermal property), as
in effect before the amendments made by the Tax
Reform Act of 19886, is hereby repealed.

(2) PROVISIONS IN EFFECT AFTER TAX REFORM
ACT OF 1988.—Section 1254 of such Code, as in
effect after the amendments made by the Tax Reform
Act of 1986, is amended—

(A) by striking out 263, 616,” in subsection
(a)(1)(A)() and inserting in lieu thereof ‘616",
and

(B) by adding at the end of subsection (a)(3)
the following: ‘“The term ‘section 1254 property’
does not include any oil, gas, or geothermal
well.””

(b) CONFORMING AMENDMENT.—

(1) Sections 59(e)(5)(A) and 291(1)(3) of such
Code are each amended by striking out ‘‘263(c),
616(a),” and inserting in lieu thereof “616(a)"".

(2) The heading for section 1254 of such Code, as
amended by the Tax Reform Act of 1986, is amended
by striking out “OIL, GAS, GEOTHERMAL, OR

OTHER” and inserting in lieu thereof “CERTAIN".
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1 (3) The item relating to section 1254 in the table
2 of sections for part IV of subchapter P of chapter 1 of
3 such Code is amended to read as follows:
"Sec. 1254, Oain from disposition of interest in certain mineral
properties.”
4 (c) EFFECTIVE DATE.—The amendments made by this

5 section shall apply to dispositions after the date of the enact-

(o2}

ment of the implementing legislation for the United States-
7 Canada Free Trade Agrcement.

8 SEC. 111. MARGINAL PRODUCTION CREDIT IN ORDER TO

9 OFFSET EXPLORATION AND DEVELOPMENT
10 CREDITS PROVIDED BY THE CANADIAN AND
11 PROVINCIAL GOVERNMENTS.

12 (a) Subpart B of part IV of subchapter A of chapter 1 of

13 the Code is amended by adding at the end thereof the follow-
14 ing new section:

15 “SEC. 112. CRUDE OIL PRODUCTION CREDIT FOR MAINTAIN.-

16 ING ECONOMICALLY MARGINAL WELLS IN
17 ORDER TO OFFSET CASH EXPLORATION AND
18 DEVELOPMENT BONUSES PROVIDED BY THE
19 CANADIAN PROVINCIAL GOVERNMENTS,

20 ‘“(a) ALLOWANCE OF CREDIT.—There shail be allowed

21 as credit against the tax imposed by this chapter for the tax-
22 able year to the producer of eligible crude oil an amount

23 equal to 10 percent of the qualified cost of each barre! of such
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oil (or fractional part thereof) produced during the taxable

year.

“(b) QuaLiFiED Cost.—For purposes of this section,

the term ‘qualified cost’ means, with respect to each barrel of

eligible crude oil the sum of—

*(1} such barrel’s pro rata share of—

“(A) the lease operating expenses (other than
business overhead expenses) paid or incurred by
the producer of such barrel during the taxable
year in which such barrel was produced,

“(B) the amount allowed to such producer
for such taxable year 'for depreciation under sec-
tion 167 and 168 with respect to the property
used in the production of such barrel,

“(C) the amount allowed to such producer
for such taxable year for depletion under section
611 (but not in excess of the adjusted basis of the
property), and

“(D) the business overhead expenses paid or
incurred during such taxable year by such produc-
er, plus

“(2) the amount of severance tax paid or incurred

by such producer with respect to such barrel.

“(c) DEFINITIONS.—For purposes of this section—
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“(1) EviGiBLE cRUDE OIL.—The term ‘eligible
crude oil’ means domestic crude oil which is—

“(A) from a stripper well property within the
meaning of the June 1979 energy regulations, or

“(B) heavy oil, or

“(C) oil recovered through a tertiary recov-
efy method.

“(2) OTHER DEFINITIONS.—

“(A) CrUDE OIL.—The term ‘crude oil’ has
the meaning given to such term by the June 1979
energy regulations.

“(B) BARREL.—The term ‘barre]’ means 42
United States gallons.

“(C) DomEsTIC.—The term ‘domestic’ when
used with respect to crude oil, means crude oil
produced from a well located in the United States
or in a possession of the United States.

“(D) UniTED STATES.—The term ‘United
States’ has the meaning given to such term by
paragraph (1) of section 638 (relating to Conti-
nental Shelf areas).

“(E) POSSESSION OF THE UNITED
STATES.—The term ‘possession of the United
States’ has the meaning given to such term by

paragraph (2) of section 638.
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“(F) Heavy om.—The term ‘heavy oil’

means all crude oil which is produced from a
property if crude oil produced and sold from such

property during—

“(i) the last month before July 1979 in
which crude oil was produced and sold from
such property, or

“(ii) the taxable year had a weighted
average gravity of 20 degrees API or less
(corrected to 60 degrees Fahrenheit).

‘(@) TERTIARY RECOVERY METHOD.—The

term ‘tertiary recovery method’ means—

“(i) any method which is descrited in
subparagraphs (1) through (9) of seciion
212.78(c) of the October 1979 energy regu-
lations, or

“(ii) any other method to provide terti-
ary enhanced recovery which is approved by
the Secretary for purposes of this section.

“(H) SEVERANCE TAX.—The term ‘sever-

ance tax’ means a tax imposed by a State or po-
litical subdivision thereof with respect to the ex-

traction of crude oil.

‘() ENERGY REGULATIONS.—
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“@) IN GENERAL.—The term ‘energy
regulations’ means regulations prescribed
under section 4(a) of the Energy Petroleum
Allocation Act of 1973 (15 U.S.C. 753(a)).

“ii) JUNE 1979 ENERGY REGULA-
TIONS.—The June 1979 energy regulations
shall be the terms of the energy regulations
as such terms existed on June 1, 1979,

“(iii) OCTOBER 1978 ENERGY REGULA-
TIONS. —The October 1979 energy regula-
tions shall be the terms of the energy regula-
tions as such terms existed on October 30,
1979.

“(ivy CONTINUED APPLICATION OF
REGULATIONS AFTER DECONTROL.—Energy
regulations shall be treated as continuing in
effect without regard to decontrol of oil
prices or any other termination of the appli-

cation of such regulations.

“(d) LMITATION BASED ON AMOUNT OF TAX.—
‘1) LiaBiLiTy FOR TAX.—The credit allowable
under subsection (a) for any taxable year shall not

exceed the greater of—
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‘“(A) the taxpayer’s tentative minimum tax
liability under section 55(b) for such taxable year
determined without regard to this section or,

“(B) the excess of—

“(i) the taxpayer’s regular tax liability
for such taxable year (as defined in section

26(b)), over

“(ii) the sum of the credits allowable

against such tax liability under part IV

(other than section 43 and this section).

“(2) APPLICATION OF THE CREDIT.—Each of the
following amounts shall be reduced by the full amount
of the credit determined under paragraph (1):

“(A) the taxpayer’s tentative minimum tax
under section 55(b) for the taxable year, and

“(B) the taxpayer’s regular tax liability (as
defined in section 26(b)) reduced by the sum of
the credits allowable under part IV (other than
section 43 and this section).

If the amount of the credit determined under paragraph
(1) exceeds the amount described in subparagraph (B)
of paragraph (2), then the excess shall be deemed to be
the adjusted net minimum tax for such taxable year for

purposes of section 53.
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““(83) CARRYBACK AND CARRYFORWARD OF

UNUSED CREDIT.—

“(A) IN GENERAL.—If the amount of the
credit allowed under subsection (a) for any taxable
year exceeds the limitation under paragraph (1)
for such taxable year (hereinafter in this para-
graph referred to as the ‘unused credit year’),
such excess shall be—

“(i) an oil production credit carryback to
each of the 5 taxable years preceding the
unused credit year, and

“(ii) an oil production credit carryfor-
ward to each of the 3 taxable years following
the unused credit year,

and shall be added to the amount allowable as a
credit under subsection (a) for such years. If any
portion of such excess is a carryback to a taxable
year ending prior to January 1, 1987, this section
shall be deemed to have been in effect for such
taxable year for purposes of allowing such carry-
back as a credit under this section. The entire
amount of the unused credit shall be carried to
the earliest of the 8 taxable years to which such
credit may be carried, and then to each of the

other 7 taxable years to the extent that, because
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of the limitation contained in subparagraph (B).

such unused credit may not be added for a prior
taxable year to which such unused credit may be
carried.

“(B) LmMITATIONS.—The - amount of the
unused credit which may be taken into account
under subparagraph (A) for any succeeding tax-
able year shall not exceed the amount by which
the limitation provided by paragraph (1) for such
taxable year exceeds the sum of—

“(i) the credit allowable under subsec-
tion (a) for such taxable year, and

“(i)) the amounts which, by reason of
this paragraph, are added to the amount al-
lowable for such taxable year and which are
attributable to taxable years preceding the
unused credit year.

“fe) Pass-THRU IN THE CASE OF ESTATES AND
TrUsTs.—Under regulations prescribed by the Secretary,
rules similar to the rules of subsection (d) of section 52 shall
apply.

“(f) TERMINATION OF CREDIT.—No credit shall be al-
lowed under this section for any qualified cost paid or in-

curred in any taxable year beginning after the date which is
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three years after the date of the enactment of the National

Energy Security Act of 1987."".
(b) The table of sections for subpart B of part IV of
subchapter A of chapter 1 of the Code is amended by adding

at the end thereof the following new item:

"“Sec. 30. Crude oil production credit for mawntaining marginally eco-
nomuc wells ;

(c) The amendments made by this section shall apply to
oil produced in taxable years after the date of enactment of
the implementing legislation for the United States-Canada
Free Trade Agreement.

SEC. 113. CRUDE OIL AND NATURAL GAS EXPLORATION AND
DEVELOPMENT CREDIT TO OFFSET EXPLORA-
TION CREDITS PROVIDED BY THE CANADIAN
AND PROVINCIAL GOVERNMENTS.

(a) Section 38(b) of the Code is amended—

(1) by striking “‘plus’ at the end of paragraph (4),

(2) by striking the period at the end of paragraph
(5) and inserting in lieu thereof “, plus”’, and

(8) by adding at the end thereof the following new
parz}graph:

“(6) the crude oil and natural gas exploration and

development credit determined under section 43(a).”.

(b) Subpart D of part IV of subchapter A of chapter 1 of
the Code is amended by adding at the end thereof the follow-

ing new section:
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“SEC. 114. CRUDE OIL AND NATURAL GAS EXPLORATION AND

DEVELOPMENT CREDIT.

“(a) GENERAL RULE.—For purposes of section 38, the
crude oil and natural gas exploration and development credit
determined under this section for any taxable year shall be an
amount equal to the sum of—

“(1) 10 percent of so much of the taxpayer's
qualified investment for the taxable year as does not
exceed $10,000,000, plus

“(2) 5 percent of so much of such qualified invest-
ment for the taxable year as exceeds $10,000,000.

“(b) QUALIFIED INVESTMENT.—For purposes of this
section, the term ‘qualified investment’ means amounts paid
or incurred—

“(1) for the purpose of ascertaining the existence,
location, extent, or quality of any crude oil or natural
gas deposit, including core testing and drilling test
wells,

“(2) for the purpose of developing a property on
which there is a reservoir capable of commercial pro-
duction and such amounts are paid or incurred in
connection with activities which are intended to result
in the recovery of crude oil or natural gas on such
property, or

“(8) for the purpose of performing secondary or

tertiary recovery technique on a well located in the
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United States or in a possession of the United States

as defined in section 638.
‘“(c) TERMINATION OF CREDIT.—

“(1) IN GENERAL.—Except as provided in para-
graph (2), no credit shall be allowed under this section
with respect to expenditures made in any taxable year
beginning after the date which is three years after the
date of the enactment of the National Energy Security
Act of 1987.

“(2) BINDING COMMITMENTS.—Paragraph (1)
shall not apply with respect to any qualified investment
made pursuant to a binding contract entered into
before the date determined under paragraph (1).”.

(¢) Section 38(c) of the Code is amended—

(1) by redesignating paragraph (4) as paragraph
(5), and

(2) by inserting after paragraph (3) the following
new paragraph:

‘(4) EXPLORATION CREDIT MAY OFFSET MINI-
MUM TAX.—To the extent the credit under subsection
(a) is attributable to the application of section 43, the
limitation of paragraph (1) shall be the greater of—

‘“(A) the limitation as determined under para-

graph (1), or
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“(B) the taxpayer’s tentative minimum tax
for the taxable year.”.
(d) The table of sections for subpart D of part IV of
subchapter A of chapter 1 of the Code is amended by adding

at the end thereof the following new item:

““Sec. 43. Crude oil and natural gas exploration and development
credit.”.

(e) The amendments made by this section shall apply to
expenditures paid or incurred in taxable years after the date
of enactment of the implementing legislation for the United
States-Canada Free Trade Agreement.

SEC. 114. REMOVAL OF INTANGIBLE DRILLING COSTS FROM
THE ALTERNATIVE MINIMUM TAX TO PROVIDE
PARITY BETWEEN UNITED STATES INTERNAL
REVENUE CODE AND CANADIAN TAX CODE.

() EsTABLISHMENT OF CEILING.—The President
shall establish a National Oil Import Ceiling (referred to in
this Act as the “ceiling level’”’) which shall represent a ceiling
level beyond which foreign crude and oil product imports as a
share of United States oil consumption shall not rise.

(b) LeEveL oF CEILING.—The ceiling level established
under subsection (a) shall not exceed 50 percent of United
States crude and oil product consumption for any annual
period. ‘

(¢) REPORT.—(1) The President shall prepare and

submit an annual report to Congress containing a national oil
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security projection (in this Act referred to as the ‘“projec-
tion’’), which shall contain a forecast of domestic oil and
NGL demand and production, and imports of crude and oil
product for the subsequent three years. The projection shall
contain appropriate adjustments for expected price and pro-
duction changes.

(2) The projection prepared pursuant to paragraph (1)
shall be presented to Congress with the Budget. The Presi-
dent shall certify whether foreign crude and oil product im-
ports will exceed the ceiling level for any year during the
next three years.

The Congress shall have 10 continuous session days
after submission of each projection to review the projectien
and make a determination whether the ceiling level will be
violated within three years. Unless disapproved or modified
by joint resolution, the Presidential certification shall be bind-
ing 10 session days after submitted to Congress.

(a) ENERGY PrODUCTION AND Om SECURITY
Poricy.—(1) Upon certification that the ceiling level will be
~xceeded, the President is required within Y7 days to submit
legislation to the Congress which shall serve as an Energy
Production and Oil Security Policy (in this Act referred to as
the “‘policy””). The policy if enacted shall prevent crude and
product imports exceeding the National Oil Import Ceiling.
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1 (2) The Energy Production and Oil Security Policy may
2 include—

3 (A) oil import fee;

4 (B) energy conservation actions including im-
5 proved fuel efficiency for automobiles;

6 (C) expansion of the étrategic Petroleum Re-
7 serves to maintain a 90-day cushion against projected
8 oil import blockages; and

9 (D) production incentives for domestic oil and gas
10 including tax and other incentives for stripper well pro-
11 duction, offshore, frontier, and other oil produced with
12 tertiary recovery techniques.

13 SEC. 115. IMPORT DEPENDENCE SAFETY NET IN ORDER TO

14 REQUIRE CONGRESS AND THE ADMINISTRA-
15 TION TO WORK TOGETHER TO ADDRESS IM-
16 PORTS WHENEVER DEPENDENCE EXCEEDS 50
17 PERCENT.

18 (2) Sections 57(a)(2) and 57(b) of the Code are hereby
19 repealed.

20 (b) The repeal made by this section shall apply to costs
21 paid or incurred after the date of the enactment of this Act,

22 in taxable vears ending after such date.
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SEC. 116. REPEALING TAXABLE INCOME LIMITATION ON PER-

CENTAGE DEPLETION IN ORDER TO PARTIALLY
OFFSET THE RESOURCE ALLOWANCES PROVID.
ED BY THE CANADIAN GOVERNMENT.

(a) IN GENERAL.—Paragraph 613(A)(d)(1) is amended
by deleting ‘65 percent’ and inserting in lieu thereof ‘“100
percent’’.

(b) EFFECTIVE DATE.—The amendments made by this
section shall apply to the taxable years beginning after the
date of the enactment of the implementing legislation for the

United States-Canada Free Trade Agreement.
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PREPARED STATEMENT OF CHARLES GENTRY
Mr. Chairmon ond Members of the Committee:

My name is Charles Gentry, atlorney ond partner in the Shank, lrwin, Conant,
Lipshy & Casterline low firm of Dallos, Texas. | appear here today as Regional Vice-
President of the Texas Independent Producers and Royalty Owners Association (TIPRO),
which is composed of some 4,000 members with on interest in oil ¢~ gos in Texas. Many
of our members compete direcily with Canadian gas exports in both the California ond
Chicago markets ond, therefore, have a direct concern with national policy relating to

Canadian imports of natural gas, oil and petroleum products.

TIPRO understands and wslcomes the long standing harmonious frade relationship
that has existed between the United States and Conada. The benefits of this relationship
for both countries are obvious. There is consideroble merit, therefore, in the effort of

the Administration to initiate workable trade principles in an agreement with Canada.

It is our contention, however, that trode policy applying to strategic commodities
important to national defense objectives, such as petroleum and petroleum products,
should be guided by standards opart from free trode objectives applying to other
commodities., We believe, for example, that natural gos provided by a foreign source, no
matter how friendly it might be should be subject to national security policy as opposed

to agricultural goods that might fall under free trade objectives.

New England provides an interesting illustration for this nroblem. For several
decades, the northeastern sector of our country has relied heavily on oil imports for its
energy needs. This reliance has served short-term economic motives by temporarily
supplying low cost energy. But strategically such relionce has left this important area of
our country vulnerable to insecure foreign supply that has risen in cost during times of

shortage.

Now this same vulnerablility arises with regard to natural gas as the result of the

pending trade agreement with Canade. Both U.S. and Canadian gas producers have ample
reserve supply to service New Englond and back out some of the imported oil supply now
virtually monopolizing the area's energy moarke!. Under provisions of the pending trade
agreement, Conadian producers would have carte blanche authority to expand their
exports 10 the United Stotes to cover New Englond's needs. Domestic producers and
their pipeline purchasers might well be blocked out of this market, leaving it hostage to
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foreign suppliers in the future. In that event, New England's over dependency on foreign

sources for energy needs would simply be transferred from oil to gas.

In TIPRO's opinion, the trade agreement provisions reloting to energy should have
reflected more carefully the desired objective of maximizing utilization of U.S.
petroleum reserves. The objective is partially impeded if foreign imports are allowed to
come in freely ond thereby displace domestic markets that could otherwise be served by
domestic supply. Domestic producers must have optimum market opportunities to assure
the economic ability necessary to maintain adequate exploration for and development of

natural gas reserves.

Trends in U.S. natural gas production and Canadion imports in recent years, along
with anticipated growth in imports in the near future, indicate that imports are winning
the battle for marginal U.S. markets. This is happening during o period in which most
experts believe excess U.S. producing capacity approximates 20 percent or more of

production.

In the recession year of 1986, U.S. gas production dropped from 17.2 trillion cubic
feet to 16.8 trillion, a reduction of 2.4 percenf” That year Canadian imports declined
substantially to a total of 748 billion cubic feet. The following year, however, U.S,
production recovered only {.2 percent, while Canadian imports shot up 33.0 percent. In
1988, It is predicted that U.S. production will odjust upward by a modest 0.1 percent,
while imports are anticipated to climb by 4.7 percent by one source ond 7.1 percent by

2/

another.

The American Gas Association anticipates that by the mid-1990's gas imports from

Canada will more than double, covering 10 percent of the U.S. markets.

These trends aond predicted trends emphasize the fact that Canadian imports are

enjoying an unequal opportunity to serve American consumers.

At the very leost, we believe domestic gas producers should have an equal
opportunity, in competition with imports, to serve home markets. This equality may be
impossible to ochieve under the energy provisions of the trode agreement, because
current Inequities in applicable tax law and energy regulations between the United States
and Canodo are not oddressed. Unless enabling legislation finally approved by Congress
addresses these inequities ond outhorizes that changes to secure o level playing fleld are
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acceptable once the trade ogreement is finalized, the possibility of substantial growth in

Canadian imports at the expense of U.S. production persists for the forseeable future.

Perhaps the most important of the Inequities that must be addressed is the need to
preserve the Federal Energy Regulafc;ry Commission's Order 256, which attempts to
equalize regulatory rate design between Canadian gas imports sold interstate in the
United States and domestic production also sold interstate. While provisions of this order
are arcane to the non-gas regulator, the bottom line is eminently clear. The order

eliminates a substantial economic advantage formerly held by competing impo:ts.

Work remains to be done to extend this element of fairness to Californiq,
Minnesota and New England gas markets. These markets are served by Canadian supply
that also competes with domestic supply, but for institutional reasons is governed by the
Economic Regulatory Administration (ERA) of the Department of Energy rather than
FERC. The corrective meosu;es of Order 256 have yet to be applied by the
Administration to import soles governed by ERA. Unless this is accomplished prior to
the finalization of the trade agreement, either through Administration action or through
inclusion by Congress in enabling legislation, there is little hope it will be didressed

B

successfully ot a later date.

This is true of other inequities <uch as availability of tax exploration credits and

matters involving U.S. pipelines with Canadian affiliates.

Senator Pete Domenici (R-NM) has recenily introduced S. 2096 entitled "United
States-Canada Free Trode Agreement Oil and Natural Gas Incentive Equalization Act of
1988," to this committee. This legislation provides incentives for the U.S. oil and gas
producing industry which would tend to equalize the tax burdens and the exploration and

development incentives now existing in the two countries.

TIPRO ogrees with provisions of the bill that would improve tax treatment of
geological, geophysical and surface casing costs; eliminate the net income limitation
rule; reform percentage depletion; repeal the transfer rule; and institute several other

credits o help equalize the playing field between Canadian producers and U.S. producers.

Another important aspect of the bill would call for o plan to decrease imports by

Congress ond the Administration when foreign oil dependence exceeds 50 percent. This



180

excellent proposal is, of course, a derivation on a bill outhored by the Chairman last year

ond supported by our Association.

In conclusion, we urge you as members of the Finance Committee to consider our

concerns and to call upon those drafting the enabling legislation to help secure a level
playing field for U.S. and Canadion petroleum producers. We strongly believe the long-
range security interests of our nation require that domestic development of crude oil and
natural gas, strategic commodities, should be enhanced rather than impeded or

endangered by foreign trade agreements.

' 0t & Gas Journal, January 25,1988, Page 42.

2/ Wall Street Journal, February 24, 1988 issue, Page 28.
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PREPARED STATEMENT OF ARTHUR GUNDERSHEIM

May 20, 1988

Senator George J. Mitchell
Senate Office Building
Washington, DC 20510

Dear Senator Mitchell:

When I testified on behalf of our union at the hearings
on the Canadian Free Trade Agreement, you asked that I respond
to a couple of questions in writing.

The first issue you raised was whether anything can be
done in the implementing legislation to deal with problems in
the textile and apparel area. My basic response is no, since
the major issues of the Canadian Remission scheme and the quantity
of textiles and apparel that receive duty free treatment, particularly
its unfair distribution, cannot be changed through implementing
legislation. I would say that if thare is a way of making the
process simpler and less expensive in dealing with issues of
subsidy or dumping or other unfair trade practices that should
be most desired. Certainly, the binational members of the dispute
settlement panel ought to be presidential appointees who receive
advice and consent of the Senate. On the issucs of Customs
surveillance, same means has to be devised to assure greater
control of what enters the U.S. from Canada. As we stated in
our testimony, the potentials for fraud are very great.

One thing we strongly object to would be any inclusion
of products assembled under Section 807 as being defined as
U.S. products under this agreement

The second question you raised was the degree of consultation
for the Trade Representative's office. In fact, I would say
that Ambassador Peter Murphy did an excellent job in that respect.
(I should say, parenthetically, that I have known Peter Murphy
for many years and our personal relationship may have helped
the consulation process.) However, at the end when the rajor
decisions were made, the process broke down. The decisisn to
give major powers to the binational dispute settlement pinels
made by Treasury-Secretary Baker and the final quantities of
textile and apparel included under the tariff rate quota came
as complete surprises. I must say, in the seven years of the
Reagan Administration, the Trade Representative's office has
been dramatically less responsive to private sector advise than
prior administrations. This, in part, was true of the general
outlines of the Canadian Free Trade Agreement.

The whole process, however, and the subsequent testimony
now that the agreement has been completed, strongly indicates
that the fast track procedure used to approve trade agreements
is a major mistake. As is clearly obvious from the Senate's
ability to deal with problems a2n the INF treaty, I do not understand
why the same opportunities do not exist for trade agreements.
It is our strong belief that the Congress needs greater authority
to modify trade agreements than the fast track process allows.

If there are any further concerns you would like me to
address, I would be happy to do so.

~\
ancenely. \

i AL A

Arthur GAndersheim
Assistagt to the President

AG:wrj
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Torlay

SLilcoonn €L tl L y
Exccutive Vice President
Marketing &nd Devclopment
New York Power Authority

Mr., Chairman and Members of the Committee:

My name 1is Robert Hiney, and I am Executive Vice President,
Marketing and Development, of the New York Power Authority. In
that capacity, I am responsible for the planning of future power
supplies for the Power Authority. This includes negotiating

power contracts with other utilities, both domestic and Canadian.

1 appreciate the opportunity to present testimony on behalf of
the Power Authority on a matter which we consider most important

-to electricity consumers throughout New York State and the rest

of the country.

The New York Power Authority is the largest non-federal public
power agency in the United States. We provide about one-third of

New York State's electricity.

Our mandate, both statutory and market driven, is to provide the
cheapest possible power to our customers in the State of New York
and .n neighboring states. Those customers include basic
industries, governﬁental agencies such as the City of New Ydrk
and its subway system, municipal and cooperative electric systems
and investor-owned electric utilities throughout the State which

purchase Power Authority electricity for the benefit of their

customers.

The Power Authority owns two major hydroelectric generating
projects, two nuclear plants, a pumped-storage hydro project, a

gas-and-oil fired plant and five small hydro projects. Our
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projects generated approximately 35.8 billion kilowatt hours of
electrical energy in 1987. 1In addition, the Power Authority owns
an extensive high voltage transmission network, including
approximately 1400 circuit miles of transmission lines. 1In 1987,
we purchased 8.4 billion kilowatt hours of electricity from
Canadian utilities pursuant to a series of contractual agreements

which I will describe briefly in a few minutes.

The Power Authority has no monopoly franchise area; we are a
fully competitive utility. We are therefore particularly
concerned about the cost of electricity which we generate and
purchase since we have to undersell our competition wherever we
provide power. In addition, we have a particularly strong
incentive from our legislature and our customers to do everything
possible to provide low cost power. Some areas of New York State
have electricity rates which are among the highest in the nation,
and businesses seeking lower costs will look elsewhere, including

overseas, if steps are not taken to reduce energy costs.

By virtue of the location of our two major hydroelectric
generating projects, the Power Authority has a long-standing
relationship with Canadian utilities, At Niagara Falls, we share
the waters of the Niagara River, pursuant to international
treaty; at our St, Lawrence-FDR Project, the international border
passes through the center of the power dam. Since the early
1960s, the Power Authority and Ontario Hydro have coordinated the
operation of the two systems for interchange of power at the
Niagara and St. Lawrence-FDR interconnections, as well as for the
use of generating equipment of either system by the other in

order to make optimum use of all available water at all times,.

In 1974, relationships with our Canadian partners began to

broaden., In that year, we concluded a contract with Hydro-Quebec
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under which it agreed to make available 800 megawatts of firm
"diversity" power and associated energy to the Power Authority
during the warm weather months of April through October. It is
at this time that New York's system needs additional power due to
higher peak 1loads, .and surplus capacity is available to the
Canadians, since their greatest demand is in the winter. As part
of this contract, we constructed a high capacity transmission
interconnection between the Quebec border and Central New York

which was completed in 1978.

We have purchased surplus energy from Ontario Hydro since the
mid-1960s, and in 1978 began buying substantial quantities of
non-firm energy from Hydro-Quebec, These purchases provide us
with electricity on an "as available" basis which we obtain only

when it is cheaper than that available from existing sources in

New York State,

Finally, we have most recently signed a memorandum of agreement
with Hydro-Quebec for the provision of firm power -- 1,000
megawatts -- which is our first year-round firm capacity purchase
contract. This contract will replace current surplus energy
purchases with firm capacity and energy which can be counted upon
for capacity needs. Since 1978, New York State irdustrial,
commercial and residential consumers have saved more than $600
million as a result of Power Authority purchases of Hydro-Quebec
power and energy alone,. Additional savings have been realized
from purchases of power from Ontario Hydro. At the same time, it
should be recognized that Canadian power represents only a small
fraction of New York's electrical energy needs. In 1987, 11
percent of our State's electric energy came from Canada; most of
this was non-firm, surplus energy which reduced our costs but was

not required to meet capacity needs within the State.
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The focus of today's hearing is the potential effect of the Free
Trade Agreement (FTA) on the consumers and industries of the
United States, As it relates to the subject of electric energy,
and particularly to the New York Power Authority and its mission
and activities, my answer is that the impact of the agreement
will be positive, and we support'its implementation. Let me

outline my reasons for that conclusion.

At the outéet, let me point out that the Free Trade Adreement, as
we understand it (in the absence of detailed implementing
statutory language) does not materially change the status quo
regarding electricity trade. Trade in electricity between the
United States and Canada has historically been unencumbered by
artificial barriers; instead, it has focused on the most economic

dispatch of available sources of electricity generation.

The Canadian power sellers and the American buyers have to date
operated on a purely market driven basis, and the FTA not only
ensures that these market considerations will prevail, it

provides additional protections.

A comparison of the current status to prospective conditions
under the FTA suggests that under the new agreement there would
be substantial protections for purchases of Canadian electricity
as to price, regulatory actions, taxes, and other potentially

discriminatory treatment.

The FTA will provide:

1) Explicit recognition that prohibits quantitative
restriction, minimum export pricing and minimum import
pricing. FTA article 902(2). Canada will thus waive
the current "least cost alternative®™ minimum pricing

mechanism;



186

2) Both parties to waive any export taxes, duties or
charges, unless the same tax, duty or charge is levied
on energy goods destined for domestic consumption. FTA

Article 903;

3) The parties to agree to specific limits on any export
restrictions, even if such restrictions are GATT

justified. FTA Article 904; and

4) The parties agree to consultations at the request of
either party if an "energy regulatory action (including
NEB and ERA decisions) would directly result in
discrimination against 1its energy goods or persons
inconsistent with the principles of this Agreement."

FTA Art:icle 905,

The large-scale hydropower currently being developed in Canada

enjoys a significant cost advantage over other large-scale
generating options. This advantage is the essence of the cost
disparity between power generated by U.S. domestic utilities and
that which is generated in Canada. This is true with or without

the Free Trade Agreement,

It makes good sense from an environmental standpoint to maximize
use of those existing hydro resources which can be economically
developed, wherever located, before turning to combustion of
fossil fuels. Purther, the use of this renewable resource helps
conserve the world's non-renewable energy reserves. For exanmple,
purchases of Canadian hydropower for the Northeast will
principally displace imported oil and natural gas-fired
generation, In New York State about half of the generating

capacity is oil-dependent. In 1986, even with a helpful assist
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from Canadian energy, the state had to rely on oil and natural

gas for 38 percent of its electricity production,

In fact, the General Accounting Office (GAO), studying the issue

of Canadian electricity imports in 1987 found that:

To the extent that the proposals would result in
reduced Canadian electricity imports, U.S. utilities
may start using more imported oil. This would add to
current security concerns over the level of U.S.
reliance on imported oil and could increase the price
of electricity to consumers, primarily in Northeastern
states which rely to a large degree on oil-fired

generation plants. 1

We believe that to the extent that the security of imports of
canadian power 1is enhanced by the FTA, it 1is a positive
development for American industry and consumers.

1U.S. General Accounting Office, Canadian Power Imports:

Issues Related to Competitiveness, (Washington, D.C.:
U.S. GAO, October 1987).

I do not wish to leave the impression that this is only a
Northeastern issue,. Canadian electricity reaches the Midwest,
the North Central U.S., the Pacific Northwest, and the Far West,.
As I have noted, however, <Canadian electricity 1is especially
important in the Northeast 1in <vceducing o0il dependence and
lowering some of the nation's highest electricity bills. Quebec,
Ontario and WNew Brunswick supplied nearly 28 billion kilowatt
hours of lower-cost electricity to this region in 1987 --

equivalent to more than 46.5 million barrels of imported oil.

This region is important in providing services and in the

production of machinery, electrical equipment, instruments,

91-520 - 89 - 7
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transportation equipment, fabricated metal, and paper, as well as

in printing and publishing.

Much has been said in recent months concerning the importance of
enhancing the competitiveness of American industry. The free
exchahge of electricity, _negotiated to the satisfaction of the
trading partners, plays an important role in enhancing

competitiveness through more efficient allocation of resources.

The price of energy in general, and electricity in particular, is
of key importance in the competitive pricing of U.S. products.
It must be considered along with the cost of capital, iabor and

natural resources. The cost of electricity is especially crucial

since it is increasingly becoming the energy source of choice in
powering our industrial and commercial sectors. Our competitive
posture is strengthened when we are able to reduce these costs

per unit of output through increased efficiencies.

Finally, 1let me add that while we desire to keep the <Canadian
option, we also -encourage fuel diversity and do not wish to
become overly dependent on Canadian energy sources. When our new
1000 megawatt firm power contract goes into effect, New York will
be purchasing only 1,800 megawatts of its annual capacity needs
fren Cana .ian sources, which only amounts to 5 percent of the
State's projected capacity resources in 1996, In that year New
York's «capacity mix will include about 4800 megawatts of coal

fired generating capacity.
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ADDITIONAL COMMENTS OF THE
NEW YORK POWER AUTHORITY

The following information is provided to supplement and
clarify the testimony which was presented to the
Committee on Finance pertaining to the U.S./Canada Free
Trade Agreement on April 13, 1988.

There was some discussion as Lo how the price for the
1000 MW of power to be purchased by the New York Power
Authority from Hydro-Quebec will be determined. The
price for the 1000MW of firm power is stated in the terms
of the contract.

The contract will include a fixed base price for the
capacity and energy expressed in 1985 U.S. dollars. The
price is subject to adjustments using agreed upon indices
which track general inflation, construction costs, and
interest rates in the U.’'. When the contract starts, the
capacity charge will te {rozen and the inflation
adjustment will apply only to the energy portion of the
price. The price is not tied to the price of oil or any
other fuel. The base price at the international border
is 4.9 cents per KWH in 1985 dollars, and we project it
will be about 7.4 cents per KWH in 1995, the first year
of the contract term. The price will not be subject to
change as a result of governmental action after the
necessary regulatory approvals are obtained.

The second area of discussion that needs some
clarification is the nature of the relationship between
the quantity of U.S., coal which is imported by Ontario
Hydro and the quantity of electricity which is exported
to U.S. markets,

Ontario Hydro produces electricity primarily from
hydroelectric, nuclear and coal plants in Ontario, and
dispatches these plants economically to minimize the cost
of electricity to its domestic customer. Thus, its
surnlus electricty sold to the U.S. is produced primarily
from its coal fired plants, which have operating costs
higher than those of hydro of nuclear plants. Therefore,
any reduction in electricity exports to the U.S. would
reduce its need for coal, which it imports from the U.S.
These energy exchanges benefit the coal industry as well
as electricity consuemrs in the U.S. Last year Ontario
Hydro exported 6.5 billion KWH, about 5.4 billion KWH of
which was sold in MNew York. T understand Ontario Hydro
has decided to invest about three billion dollars in
scrubbers for its existing coal plants which will enable
continued use of these plants to meet their growing
electricity needs and enable continued surplus
electricity sales to the U.S.
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Statement of Robert A. Hiney
Executive Vice President
Marketing and Development
New York Power Authority

I am Executive Vice President, Marketing and Development, of the
New York Power Authority, the largest non-federal public power
agency in the United States. We provide about one-third of New
York State's electricity. In that capacity, 1 am responsible for
the planning of future power supplies for the Power Authoraity.
This includes negotiating power contracts with other utilities,
both domestic and Canadian.

Our mandate, both statutory and market driven, is to provide the
cheapest possible power to our customers in the State of New
York. By virtue of the location of our two major hydroelectric
generating projects, the Power Authority has a long-standing
relationship with Canadian utilities,.

Since 1978, New York State industrial, commercial and residential
consumers have saved more than $600 million as a result of Power
Authority purchases of Hydro-Quebec power and energy alone.
Additional savings have been reatized from purchases of power
from Ontario Hydro. At the same time, it should be recognized
that Canadian power represents only a smal fraction of New York's
electrical energy needs. In 1987, 11 percent of our State's
electric energy came from Canada; most of this was non-firm,
surplus energy which reduced our costs but was not required to
meet capacity needs within the State.

The focus of today's hearing is the potential effect of the Free
Trade Agreement (FTA) on the consumers and industries of the
United States. As it relates to the subject of electric energy,
and particularly to the New York Power Authority and its mission
and activities, my answer is that the impact of the agreement
will be positive, and we support its implementation.

Trade in electricity between the United States and Canada has
historically been unencumbered by artificial barriers; instead,
it has focused on the most economic dispatch of available
resources of electricity generation.

The Canadian power sellers and the American buyers have to date
operated on a purely market driven basis, and the FTA not only
ensures that these market considerations will prevatil, it
provides additional protections. A comparison of the current
status to prospective conditions under the FTA suggests that
under the new agreement there would be substantial protections
for purchases of Canadian electricity as to price, regulatory
actions, taxes, and other potentially discriminatory treatment.

The large-scale hydropower currently being developed in Canada
enjoys a significant cost advantage over other large-scale
generating operations. This advantage is the essence of tie cost
disparity between power generated by U.S. utilities and that
generated in Canada. This is true with or without the Free Trade
Agreement. Also, it makes good sense from an environmental
standpoint to maximize wuse of those existing hydro resources
which can be economically developed, wherever located, before
turning to combustion of fossil fuels.

Much has been said in recent months concerning the importance of
enhancing the competitiveness of American industry. The free
exchange of electricity, negotiated to the satisfaction of <the
tradinj partners, plays an important role in enhancing
competitiveness through more efficient allocation of resources.

The cost of electricity is especially crucial since it is
increasingly becoming the energy source of choice in powering our
industrial and commercial sectors. Oour competitive posture is
strengthened when we are able to reduce these costs per unit of
output through increased efficiencies.
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Statement of Senator David K. Karnes on the

Canada-United States Free Trade Agreement before

the Senate Committee on Finance

April 21, 1988

Mr. Chairman, 1 thank the Committee for allowing me to
testify today on the Canada-~United States Free Trade Agreement.
As you know, President Reagan-signed this agreement on
January 2nd. The agreement has far-reaching implications for
almost all sectors of the U.S. economy in that the United States
and Canada trade more goods and services than any other trading
partners in the world. This trade was valued at more than $150
billion in 1986. The centerpiece of the agreement is the planned
elimination of all bilateral tariffs on goods within a ten-year
time frame. Other provisions focus on reducing non-tariff
barriers, establishing rules for conducting trade in services, -
establishing rules for undertaking investment, and resolving

trade disputes.

While 1 generally favor broadening trade opportunities
and reducing barriers to expand international trade, I have not
made any final judgment about this agreement. I want to have a
chance to review the final text of the implementing legislation,
the drafting of which is the responsibility of this committee
along with the Administration and the House Ways and Means —
Committee, before I make such a judgment. The fact that this
implementing legislation is subject to "fast-track" procedures,
and is not subject to amendment, makes it very important that
each Senator carefully review the text of the legislation. It is
with the question of the drafting of the implementing legislation

in mind that I address you today.

First, I would like to make some general observations

about the agreement. While the agreement makes significant
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progress toward eliminating barriers to trade between the United
States and Canada, it is not a free-trade agreement in the
fullest sense of the term. Many non-tariff barriers and
subsidies will remain in effect under this agreement. Also, it
is important to remember that this agreement touches upon almost
all aspects of our trade relationship with Canada. Obviously,
under negotiations of this sort, different sectors of our economy
are touched by the agreement in different/ways. Nevertheless, it
is important to work to see that 5 on2 sector of the economy
receives unfair treatment just to facilitate progress in other
areas. While some give and take is inevitable, it is not
appropriate that a single sector of the economy be forced to bear

an undue burden.

Mr. Chairman, I am particularly concerned about the
effect this agreement will have on the agricultural sector of our
economy. Agricultural trade between the United States and Canada
amounts to approximately 3 percent of the total volume of trade.
Even if farm machinery, fertilizers and pesticides were included,

agriculture's share would be under 10 percent of the total volume

of trade. In my view, U.S. negotiators treated agricultural
concerns as less important than other aspects of the negotiations
because of this relatively small volume of trade. The result has
been that those in agriculture feel the agreement leaves Canada
in a better position with regard to agricultural trade. In
general terms, they feel that while American tariff-based
barriers are eliminated by the agreement, Canadian non-tariff
barriers and subsidies remain intact. I would particularly like
to discuss the views of various agricultural producers about
their specific concerns with the U.S.-Canada Free Trade
Agreement. In several instances, it may be possible to address
their concerns in the course of the drafting of the implementing
legislation. Thus, I hope the committee will give these concerns

careful consideration.
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American wheat producers believe the Canadians have
more to gain from the agreement than U.S. producers. Canada has
prevented the importation of wheat through an import licensing
system that granﬁs licenses only if a product is not domestically
available. Also, the Canadians retain rail rate subsidies on
exported wheat that amount to $18 per metric ton. Finally, the
Canadians retain a two-tiered price structure on wheat, which
encourages wheat exports. The U.S. allows Canadian wheat to
enter the country only upon the payment of a twenty-one-cents-
per-bushel tariff. Under the agreement, Canada will not have to
eliminate its import licensing requirements until domestic
subsidy levels on wheat are at equivalent levels, based on a
complex formula. While Canada has announced it will end its two-
tier§d price structure, a timetable has not yet been given. The
rail rate subsidies will be eliminated only for wheat exports
shipped out of western ports. The agreement, of course, will
phase out the U.S. tariff. None of the Canadian barriers or
subsidies are completely eliminated, while the U.S. tariff will

be eliminated.

Wheat producers would like the committee to keep the
following recommendations in mind as it drafts the implementing
legislation. First, they would like to see the committee clarify
language concerning future implementation of Section 22 of the
Agricultural Adjustment Act of 1933 under the agreement, to
establish October 4, 1987, as the effective date for defining
existing wheat programs, to define the term "substantial change"
as it is used in the agreement, and to provide flexible
definitions for the terms "increase significantly" and "as a
result of" with regard to the same provision of law. Wheat
producers would also like to see statements urging the Canadian
Wheat Board to maintain Canadian wheat exports to the United

States at current levels. Finally, wheat producers would like to
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see assurances that the remaining transportation subsidies be
calculated in determining the pledge that neither party will
export wheat at less than the acquisition cost. I should point
out to the committee that corn producers share many of the same

concerns as the wheat producers.

U.S. egg producers are concerned that while the
agreement eliminates tariffs over a ten-year period, the
Canadians will be allowed to retain their import quota system.

These producers do not understand how a "free trade agreement"
will allow such a quota system to remain. The Canadians have
agreed to increase the level of imports they will accept, but
U.S. producers fear that the elimination of the tariff will
encourage Canadian imports. Thus, U.S. egg producers hope that
the Administration will work aggressively to convince the

Canadians to eliminate their quota system on imported eggs.

U.S. dry bean producers are concerned that the free
trade agreement will not eliminate twoMCanadian subsidies. The
first of these subsidies is the so-called tri-partite program.
This program consists of an agreement between Canadian dry bean
producers, the government of Ontario Province, and the Canadian
federal government to subsidize dry bean production. U.S.
producers are concerned this program will cause over-production
in Canada and that the Canadians will dump the surplus on the
world market. The second of these subsidies is the continuation
of the rail transportation subsidy for exports shipped through
eastern ports, which is referred to in my earlier discussion
about trade in wheat. U.S. dry bean producers would like to see

the Administration move aggressively to end these subsidies

before the tariff is eliminated.

Mr. Chairman, while agricultural trade between the

United States and Canada constitutes only a small portion of the
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total trade between the two countries, this agreement will still
h;ve a tremendous impact on the people of Nebraska. I want to
ensure that this committee will not discount questions about
agricultural trade in order to obtain concessions in other areas.
The committee has an opportunity to address the concerns of the
agricultural sector to some extent in the course of drafting the

implementing legislation.

while I will cast my vote on this agreement based on
its merits as a complete package, I cannot justify imposing an
unfair burden on a particular sector of the economy for the sake
of the agreement. 1If we are going to have a free trade
arrangement with Canada, we must work to eliminate market
distortions other than just tariffs, including subsidies and non-
tariff barriers. I hope the committee will deliver a strong
message to the Administration and, ultimately, the Canadians that
we want to halt these other market distorting practices. Again,
Mr. Chairman, I thank the committee for allowing me the

opportunity to testify here today.

A
i
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STATEMENT OF
WILLIAM T. MCCORMICK, JR.=
ON BEHALF OF THE AMERICAN GAS ASSOCIATION
BEFORE THE
FINANCE COMMITTEE OF THE
UNITED STATES SENATE
ON THE
CANADA - U.S. FREE TRADE AGREEMENT
April 13, 1988

STATEMENT OF INTEREST

I am William McCormick, Chairman and CEO of CMS Energy
Corporation, the parent company of Consumers Power Co. My
company provides natural gas and/or electrxcity to nearly
six million of the State of Michigan's nine million
residents. As a sponsor of the Midland Cogeneration
Venture, a planned, ?hly efficient combined cycle power
plant in Midland, Michigan, we are very interested in long-
term energy trade with Canada. In fact, we have already
tapped the Canadian market for some long-term natural gas
supplies to fuel this 1,370 megawatt (MW) facility, although —
much of the supply commltments will come from domestic gas

producers.

Today, however, I am appearing on behalf of the
American Gas Association (A.G.A.). A.G.A. is a national
trade association with some 250 natural gas distribution and
transmission company members. These companies serve 84.3%
of the gas utility customers in the U.S. and have a long
standing interest in natural gas supply security.

In this regard, I was Co-chairman of the
A.G.A./Canadian Gas Association Joint Task Force on Long-
Term U.S.- Canadian Natural Gas Trade. This Task Force
began meeting in the autumn of 1986, to develop some common
policies on long-term natural gas trade, which the{ could
recommend to the people and the governments of their two
countries. In September 1987, the Task Force published its
report, Long-Term U.S/Canadian Natural Gas Trade, which
specifically endorsed a bilateral treaty dealing with
natural gas trade between our two countries. The Task Force
report said:

Representatives of the natural gas industry on both
sides of the border recognize their own primary
responsibilities for the development of gas supplies
and for the working out of financial and operational
arrangements for production and delivery of gas. They
recognlze also that their efforts will be ineffective
without the support of governments in both countries,
as expressed formally in a bilateral energy trade

treaty.

Suc reaty could b jated separately or coul
be embodied in a bro Canada-U.S. trade treat such
as oposed in the curr ee ad eqgo '_t'o_s

two untries. The important thing is that
an agreement on natural gas trade should be concluded
as quici}y as p0551b1e ~=- ideally within the next 12
months.

Therefore, I am here today to support the U.S./Canadian Free
Trade Agreement not only as the Chairman and CEO of a
diversified energy business and as a U.S. energy
distributor, but also on behalf of the broad interests of
A.G.A.'s national membership and the international
membership of the U.S./Canadian Joint Task Force. I firmly
believe that the energy sections of the Free Trade Agreement
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will benefit consumers, producers, industry and electrical
customers, as well as natural gas distributors and pipelines

in both countries.

THE FTA HAS DEFINITE NATIONAL
SECURITY BENEFITS

The Free Trade Agreement greatly benefits U.S. national
security. First, it protects natural gas imports from
sudden disruptions or politically motivated price increases.

, it allows the U.S. to rely on some Canadian gas to
displace less secure oil imports from the unstable Middle

East.

on the first point, the FTA protects U.S./Canadian
energy imports from the threat of sudden cut-offs. More
specifically, Article 904 requires that if Canada restricts
natural gas imports to the U.S., it has to similarly
restrict its domestic gas consumption. Naturally, the U.S.
is similarly bound. Although Article 904 does pot apply "in
times of w or other emergency in international
relations" it provides substantial supply security, in
contrast to Middle East o0il suppliers who have in the past
attempted to influence U.S. policy by threatening to cut-off
oil supplies in order to gain their political ends.

On the second point, the U.S. has a clear policy of
displacing imported oil with natural gas. For example, the
U.S. Department of Energy's report to the President, Energy
Security, stressed th3/1mportance of substituting natural
gas for imported oil.®/ The conclusions in this report were
also echoed by the National Defense Council Foundation
{NDCF), which published an issue alert, Will the Future Be

cted the Past? —-- The DOE Ener Security Report One

ter. NDCF makes strong national security arguments
that the U.S. should reduce its reliance on imported oil, in
part, by displacing Middle Fast oil with North American
natural gas.

A.G.A. has estimated that nationwide, natural_gas could
displace 350,000 barrels of oil a day immediately. ‘After
that, we estimate that gas could displace 720,000 barrels a
day within one year, and 1,700,000 barrels a day within five
years. The following is a concrete example of how natural
gas can displace o0il in just one section of the U.S. =-- the
Northeastern states. ’

OIL DISPLACEMENT EXAMPLE:

In 1986, electric utilities in the Northeast used 380
thousand barrels/day of oil -~ roughly 56 percent of
all the U.S. o0il consumed by U.S. electric power plants
and seven percent of total U.S. net oil imports. 1If
these plants were converted to natural gas, they would
require an additional 814 billion cubic feet {Bcf) of
gas per year to bhe delivered to the Northeast. Because
the present infrastructure needs to be expanded
dramatically to serve this load, the U.S. Federal
Energy Regulatory Commission is even now considering
some 31 different projects to serve-the Northeast. It
is significant that these projects would draw their gas
from both domestic and Canadian sources.

Increased natural gas use surely has overriding
national policy benefits. In 1987, ¥mported 0il made up
about 40 percent of the nation's oil consumption. To the
extent that U.S. consumers can switch tr natural gas
(whether from our own production or fr.om a secure trading
partner like Canada) we enhance our n:tiocnal security,
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improve our economic health/balance of payments, and even
create a cleaner environment for ourselves (discussed

below) .

ENHANCING
U.S. GAS SUPPLY
SECURITY

North American natural gas supplies are both secure and
abundant. Because oil resources are being depleted at a
much quicker rate than natural gas, the hydrocarbon resource
base is becoming increasingly gas prone. The Potential Gas
Committee has estimated that, with currently foreseeable
technology and economics, there are 620 trillion cubic feet
(Tcf) of potential conventional resources in the lower-48
states alone, with an additional 118.8 Tcf of gas resources
in Alaska. When 159 Tcf of proved reserves are added to
this number, the lower-48 states has the equivalent of abog}
50 years of conventional supply at 1986 production levels.
Canada has proved reserves of 97 Tcf and a total of 426 Tcf
of potential and proved reserves.7/ The combined resources
of the U.S. and Canada -- an extraordinary 256 Tcf of proved
reserves and 940 Tcf of proved and potential
reserves -- are more than adequate to supply traditional and
new markets,. especially high-efficiency energy technologies
that can lower the cost of U.S. goods and services.

ECONOMIC BENEFITS OF FREE
TRADE AGREEMENT

Providing additional, reliable supplies of natural gas
fron Canada can also lower the cost of natural gas to U.S.
energy users -- both individuals and businesses. These
lower costs can aid in making U.S. products more competztlve
in world markets (by lowering energy costs over time), using
natural gas has other balance-of-trade benefits. Imported
oil is 50 percent more expensive than natural gas at the
border. 0il displacement of the magnitudes discussed
earlier, would reduce the U.S. trade deficit by more than
$200 million per
month immediately, and up to $1 billion per month within
five years. These trade benefits should not be overlooked.

THE ENVIRONMENTAL BENEFITS
OF INCREASING NATURAL GAS USAGE

Natural cas is ai. environmentally attractive fuel,
whose use can reduce ozone and carbon monoxide pollution.
Compared to other fossil fuels, natural gas emits far fewer
pollutants, including carbon monoxide, nitrogen oxide,
sulfur dioxide, and hydrocarbons, as well as ash, sludge,
and solid waste. These pollutants can be reduced quickly
since many exlstlnq emitters already have gas service and
can convert ea511y. Using natural gas often has lower
capital and operating costs too, so that the cost of
reducing air pollution can be lower. Naturally, these lower
compliance costs translate into financial savings for U.S.
industries that are facing stiff foreign competition, at the
same time that environmental deadlines, such as the
nonattainment provisxons of the Clean Air Act, would
otherwise increase an industry's poliution control costs.

We could give numerous examples of ways to use natural
gas to reduce pollutants.

1. A combined cycle gas power plant uses a gas-fueled

turbine, a steam turbine and a heat recovery steam
generator to gen~rate electricity. Such units emit
less than 0.3 percent of the sulfur dioxide and 57
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percent of the nitrogen dioxide of comparable coal
fired units, nor do they produce ash or sludge.
They can be built quickly (in one to two years vs.
eight to fifteen for coal or nuclear units) and are
extremely cost effective. The relatively low
capital cost of combined cycle units is
approximately $500 per kilowatt, about 1/3 the cost

of new coal units.

2. Gas-fired cogeperation systems that generate
electricity and steam to run industrial processes
have similar environmental, energy and cost
efficiencies.

3. " u allows a plant operator
to get immediate emission reductions by using
natural gas with coal, in the same or even in
different units. The operator's pollution control
costs can be much less than installing a "“scrubber”
or other conventional pollution control device.

4. Besides reducing oil imports, using patural gas as
v u s _a fue) additive can
reduce carbon monoxide emissions by as much as 99
percent, nitrogen oxides by 65 percent, and
reactive hydrocarbons by 85 percent. Reductions of
this magnitude could be the key to clean air in
cities where air pollution has been an intractable

problem up to now.

Before regulators and plant operators commit themselves to
these options, however, they need to be assured that there
will be adequate natural gas supplies in the future.
Although the U.S. resources base is large enough to sustain
this growth, the Free Trade Agreement provides an important
extra level of supply security.

BENEFITS FOR DOMESTIC GAS PRODUCTION

Some U.S. producers perceive Canadian gas imports as a
competitive threat, which could disadvantage them. For
several reasons, however, they have little to fear and much
to gain from the Agreement.

Fixrst, they have little to fear because the Free Trade
Agreement will have no effect-on current gas trade between
the U.S. and Canada or on current drilling in the U.S. The
U.S. presently has a surplus of natural gas and it is the
existence of these excess inventories -- not Canadian gas --
that has depressed the rate of gas exploration and
production in the U.S. Excess U.S. natural gas
deliverability (ggyerally known as the gas "bubble") was
2.2. Tcf in 1987. In calendar year 1988, however, A.G.A.
projects that the bubble will shrink to 1.1 Tcf and that it
will be essentially zero by 1990 (full year estimate).
Please see Figure 1.

Two factors are causing the bubble to shrink: (1)
reduced drilling (the result of low energy prices and the
gas "bubble"); and (2) increased gas demand (the result of
lower gas prices and increased market share). By 1989, the
"bubble" will have shrunk enough to spur drilling in the
U.S. Thus, U.S. drilling will pick-up despite continued
Canadian imports and, in fact, A.G.A. has even factored in a
gradual increase in Canadian imports of one Tcf in 1988 and
1.4 Tcf by 1990. VYet, our analyses still show that excess
supplies are gone after 1990, creating market-driven
incentives for new drilling in the U.S.
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Second, allegations have been made on both sides of the
border that producers in the other nation have an advantage
in competing for gas sales in U.S. markets. The focal point
of these complaints b{ U.S. producers are programs such as
the Canadian Exploration Development Incentive Program. 1In
this program the Canadian government provides a federal cash
grant of 33 percent of exploration and development
expenditures up to a corporate limit of $10 million of
eligible expenses/year. Because the benefit itself is
taxable income, the typical benefit to a major drilling
company is well below the $3 million level. As evidence of
this, the Canadian government estimates that only about $300
million was granted in 1987. Some industry estimators
believe that this overstates the amounts paid out. Even so,

tkis ogram _jis_s duled to be reduced by half on Octoker
1, 1988 and to disappear entirely by December 31, 1989.

Other factors which may favor one producer over another
are taxes, both federal.and local, and royalty holidays.
Comparison of these programs in Canada and the U.S. is
extremely difficult. A.G.A. has undertaken such a
comparison, based on survey data, and with peer review. Wwe
plan to have the results available in mid-May.

s , A.G.A. firmly believes that establishing a
North American natural gas trade will rebuild customer
confidence and allow gas to serve promising new markets for
gas-fired cogeneration and combined cycle power plants. The
price induced shortages of the late 1970s and the volatility
of all energy prices since then, including gas prices, has
eroded consumers' confidence in the U.S. gas resource base.
The fear that natural gas was a "scarce" resource, embodied
for example by the prohibitions on gas usage in the Fuel Use
Act, continued even into the 1980s. It was not until last
year that Congress finally repealed the Fuel Use Act and
customers could buy gas for new industrial facilities and
power plants without administrative impediments.

Although this legacy will be hard to overcome, one way
to rebuild consumer confidence is to point to the enormous
gas resource base of both the U.S. and Canada -- a combined
256 Tcf of proved reserves and 940 Tcf of potential and
proved resources. Once the FTA is in place, with its
assurances that Canadian supplies will not be withdrawn from
the marketplace (except under the most extraordinary
circumstances) and that prices will be market based,
consumers will be able to make investment decisions based on
total North American resources. While U.S. resources are
large, the combination of U.S. and Canadian resources
provides an extraordinary degree of supply security and with
it price stability. These are the kind of assurances that
investors in new gas-fired industrial and power plant
projects need before making large capital commitments. Time
and again, gas marketers have told us that it is difficult,
if not impossible, to penetrate the market for new gas-fired
cogeneration and combined cycle power plants unless the
customer believes that gas resources are plentiful and that
supplies will not suddenly be withdrawn from their markets
for poliiical reasons.

Increased consumer confidence can translate directly
into an overall increase in demand for both U.S. and
Canadian producers. In no way will U.S. producers lose out
to Canadian producers under the Free Trade Agreement.
Rather, both countries will benefit from increased
confidence in supply security, and both countries' producers
will share in increased demand for natural gas. Of this
market, we expect the lion's share to go to U.S. producers,
predicting that domestic productigy would serve 90% of a
21.7 Tcf market by the year 2010. Thus, while the Free
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Trade Agreement wili have little effect on current gas
trade, 1its real effect will be to build investor confidence

and new gas markets in the future. .

THE EFFECT OF U.S. NATURAL GAS
REGULATIONS ON "FAIR" TRADE

There are also allegations that in order to have "fai-"
natural gas trade with Canada, a litany of discrete orders
and opinions at the U.S. Federal Energy Regulatory
Commission (which governs pipeline ratemakgng) and the
Economic Regulatory Administration (which authorizes energy
imports and exports) have to be, variously, adopted into law
in the case of FERC Opinion No. 256, eliminated in the case
of FERC Order No. 500, or revised in the case of normal
ratemaking procedures. We do not think that a treaty is the
place to enact an entire regulatery agenda. Further, the
alleged "unfairness" is either unrelated to the Free Trade
Agreement and/or totally unsubstantiated.

For example, there are complaints that FERC Order No.
500 gives Canadian gas a marketing advantage over U.S. gas.
Not so -~ Order No. 500 requires all producers, both U.S.
and Canadian, to offer take-or-pay credits when they avail
themselves of open access transportation on a U.S. pipeline.
Thus, producers in both countries are treated the same.

U.S. producers have opposed Order No. 500 crediting
since its inception, and have in fact opposed any take-or-
pay relief from FERC at all, but that has nothing to do with
Canadian gas, fair trade, or the Free Trade Agreement. It
has to do with proper U.S. rate and regulatory policies that
stem from a lawful decision of our federal courts. Although
U.S. producers may attack Order No. 500, it is important to

keep in mind that:

As_a matter of U.S. law, this program is a direct

result of a decision by the U.S. Cour* of Appeals,
which required the Commission to address the take-or=-
pay contract issue, A.G.D. v. FERC, 824 F.2d 981 (D.C.
Cir. 1987); and '

As _a matter of policy, Order No. 500 actually helps

make the pipeline neutral about whether to transport
Canadian or U.S. gas. Before Order No. 506, pipelines
incurred substantial take-or-pay liability by
transporting domestic gas because most U.S. producers
have not renegotiated their take-or-pay contracts. 1Inu
contrast, they did not necessarily incur similar
liabilities by transporting Canadian gas because
canadian producers have already renegotiated their
take-or-pay contracts.

This imbalance was somewhat redressed by Order No. 500.
Because transportation automatically earns take-or-pay
credits undexr Order No. 500, any disincentive to transport
U.S. gas compared to Canadian gas is gone. Thus,
allegations that Order No. 500 discriminates unfairly
against U.S. producers could not be more wrong.

As a second example, U.S. producers have also
complained about FERC Opinion No. 256, even though it was a
clear "win" for them. This specific case involves
complicated ratemaking issues about how production and
transportation costs for gas purchased in Canada and resold
by a pipeline in the U.S. should be billed to the U.S.
customers. FERC allocated more of those costs tou the
Canadian gas, making it relatively more expensive on the
ground that it did not want to discriminate against U.s.
producers. Now, having won this particular case, some U.S.
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producers want to enact a particular rate design into law in
conjunction the Free Trade Agreement.

They would also like legislation requiring ERA to put
the same ratemaking conditions in FERC Opinion No. 256 in
ERA's import authorizations. This would mean that a single
federal case would affect rate designs for local
distribution companies that buy Canadian gas directly. This
is clearly going too far -- raising questions of federalism
and the preemption of state regulatory authorities.

Finally, some producers want to use the FTA as an
excuse to overturn other specific ERA and FERC decisions.
These include an attempt to reverse ERA's decision that FERC
regulates interstate transportation and that ERA should not
try to put conditions on FERC Order No. 436. There are also
complaints about ratemaking on the Northern Border Pipeline,.
a transporter of Canadian gas, even though many other
pipelines (that transport only U.S. offshore gas) have
similar financing arrangements and rate designs.

It seems clear that having failed to win before FERC,
ERA, and/or the U.S. Courts, the complainants are using the
Free Trade Agreement to achieve a failed regulatory agenda.
The FTA is a treaty between two sovereign nations. It has
outstanding national security, balance of energy-trade, and
environmental benefits. Regulatory policy, however, raises
separaté and discrete issues that are inapplicable to such a
trade agreement. 1Issues of state and federal ratemaking
have traditionally been delegated to special regulatory
bodies precisely because they are typically not amenable to
legislation, and certainly not amenable to international
treaty negotiations.
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Statement of Senator Donald W. Riegle, Jr,
Senate Finance Committee Hearing on the Canada FTA
April 12, 1988

Mr. Chairman, I want to thank you for convening these hearings on
specific sectors of the U.S. economy which will be impacted both
positively and negatively by the proposed Free Trade Agreement
with Canada.

The zinc alloy industry is one sector which is seriously impacted
by the FTA. According to Marvin Fink, an alloyer who recently
testified before the Ways and Means Committee, it is threatened
with extinction. Zinc alloying is not one of the giant
industries of our nation but it is a vital industry. There are
only 26 alloyers in 10 states. Yet, it should be noted that this
industry is well represented on this committee -- Michigan has 4
alloyers, New York, S5, Pennsylvania 2, and Colorade and Kansas
each have one. However, the total elimination of all tariffs on
zinc alloy threatens to put most of these companies out of

business within 4 years.

Although the industry is in the 10 year tariff phase-out, Canada
will, by its own admission, begin to export zinc alloy into the
U.S. to avail itself of the U.S. market and the protection it
affords them from foreign producers of zinc alloy.

During the negotiations on the agreement, I made suggestions to
mitigate the damage to this industry, once it became clear that
an exemption from the tariff elimination was not being considered

by our negotiatiors.

One suggestion was to freeze the total phase-out at 15 percent
until the 10 year period had elapsed, to give zinc alloyers the
time intended for import-sensitive sectors.

I will be seeking a clarification in the safeguard section of the
agreement to define "substantial cause of serious injury" to
insure that the zinc alloy industry will be able to avail itself
of the three year freeze in tariffs for import-sensitive

industries.
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Our negotiators have said to this committee that there is nothing”
to preclude the U.S. from assisting industries who will be
negatively impacted by this agreement. As I am sure we will hear
from Mr., Sheinkman, Canada has implemented new protections in the
past few months for its industries. Principally the textile
duty-remission scheme. As this committee knows, Canada's
practices in duty remissions are the subject of serious concern
for me in the automotive sector which we will be hearing about

later this week.

I joined several of my colleagues from the Finance Committee in
signing a letter to Ambassador Yeutter regarding the textile
duty-remission issue. It is a serious act by Canada, and one
which exemplifies a lack of adherence to the standstill

provisions of this agreement.
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Statement of Carl F. Schwensen

National Association of Wheat Growers
before the
Senate Committee on Finance
on the
U.S.-Canada Free Trade Agreement
April 12, 1988
Mr. Chairman and Members of the Committee:

The National Association of Wheat Growers appreciates this opportunity to
present its views on the pending U.S.-Canadian Free Trade Agreement. I am
Carl Schwensen, executive vice president of the National Association of Wheat
Growers which is headquartered in Washington, D.C.

Mr. Chairman, in March 1985 President Reagan and Canadian Prime Minister
Mulroney began to develop & bilateral free trade agreement (FTA), and by
December 1985 President Reagan had notified the Congress of his intention to
enter Into negotiations with Canada using "fast track™ procedures. "Fast
track”™ authority was granted by the Senate Finance Coomittee in April 1986,
and a negotiated agreement was completed in October 1987. The final text of__
the U.S.—Canadian Free Trade Agreement has been agreed to by both governments,
and the FTA is now subject to action by the U.S. Congress and the Canadian
Parliament.

The NAWG recognizes the economic importance of bilateral trade and
investment between the U.S. and Canada (over $200 billion was exchanged in
1986 ), and it supports the concept of "free trade.” We must state, however,
that we have some serious concerns about the wheat provisions of the
U.S.~Canadian Free Trade Agreement.

While the U.S. and Canada enjoy more bilateral trade than any other two
countries in the world, U.S. wheat farmers are also keenly aware that the two
countries are fierce competitors in major wheat importing markets around the
globe. Canada's marketing system is under the monopoly control of the
Canadian ¥heat Board, a Crown corporation with authority to buy, sell and
transport grain. Exports are assisted by the "Crow's Nest Pass”™ system of
subsidized rail rates, and the U.S. has been an eligible destination for these
movements. These subsidies amount to about US$18 per ton or roughly 504 per

bushel. Both the U.S. and Canada saintain duties on imported wheat, but

Cansda also operates a licensing system that grants licenses only if a product
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is not domestically available. At present, these licenses act as a virtual
ban on wheat imports.

Historically, Canadian wheat expocts to the U.S. have not been large, and
most of the wheat entering the U.S. has gone to flour mills in the Rast.
However , shipments have grown from 138,000 tons in 1984-85 to the current
level of approximately 400,000 tons. This accelerated trend in exports to the
U.S. has caused wheat growers to give close scrutiny to the terms of the
Canadfan Free Trade Agreement.

Under the FTA, Canada will gain essentially unrestricted access to the 30
sillion ton U.S. wheat market on January 1, 1989. While the U.S, has little
to gain through exporting wheat to Canada, a market about ome-tenth the size
of ours, access will continue to be restricted by the licensing system until
U.S. and Canadian support systems are “equalized.” The level of U.S. and
Canadian government support will be determined through the use of Producer
Subsidy Equivalents (PSE's), a formula for computing relative subsidy levels
vhich, 1n our view, is still methodologically flawed. The FTA does address
the Crow's Nest rail subsidy, but the subsidies would be eliminated only as
they affect shipments out of western ports, whereas wheat moves to the U.S.
through eastern Canadian ports.,

The U.S. retains the right to use "quantitive import restrictions™ if
imports significantly inerease as a result of a "substantial change” in either
country’s support programs. For the U.S., this means that a new condition
would be established to govern the use of Section 22 of the Agriculture Act of
1933. As the Committee is well aware, Section 22 is the mechanism for
protecting our domestic price support programs from being undermined by
foreign imports. After implementation of the FTA, a "substantial change"'in
U.S. or Canadian supports would be a prerequisite before Section 22 relief
became available. This would be the case even in the event of an import surge
driven by sharp currency differences or other economic inceatives.

In the NAWG's view, provisions of the FTA relating to grain 1a;k balance.
The U.S. cpens its border to wheat imports, while Canadian restrictions
continue. Moreover, U.S. wheat markets and domestic farm programs become
further exposed to the potential damage of Canadfan exports.

Suffice it to say that the U.S.-Canadian FTA has shortcomings. To its

credit, the Reagan Adoinistration has been willing since the negotiations were
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completed to consult with wheat producers about their concerns. These
consultations continue. In retrospect, we think that problems could have been
avoided 1f there had been more opportunity for consultation and review before
the agreement was finalized. This brings us to some observations on the
entire "fast track”™ process.

Progress in a negotiation often comes during the last few weeks or hours
of bargaining, and not all problems can be solved or even identified.
Further, there 18 little opportunity for consultation during a marathon
negotiation. Since agreements are not amendable under the "fast track:'
process which provides for s simple up or down vote, flaws cannot be
corrected. This makes timely consultation and review vital to an acceptable
outcome in the negotiations.

We can anticipate that with the Uruguay Round of world trade negotiations
underway, more "fast track” agreements will be brought to the Congress for
approval. If this process 1s to be successful, greater opportunity for
oversight and review will be required.

In this regard, it seems to us especially important that the Congress
asgert its role ~ not only in pre-agreement consultations, but in the process
of crafting acceptable implementing legislation. For that reason, we
particularly appreciate this opportunity-to tesfify and we coamend the
Committee’s assertion of its integral role in developing the legislatiom.

Many wheat growers also produce barley and have an iaterest in the
products that come from barley, such as barley malt. The U.S. barley malting
industry could lose a great percentage of the North American market which it
now serves because the FTA permits the continuance of the secretive pricing
policies of the Canadian Wheat Board (CWB). What i8 needed is some
transparency in the price setting policies of the CWB. The malting industry
as asked that the committee include bill language to encourage transpareocy in
exports; such provisions, including negotiations on acquisition prices and
other matters, could help the wheat industry as well.

Thank you, Mr. Chairman, I will be pleased to respond to questions from

the Committee at the appropriate time.

4
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STATEMENT OF
JACK SHEINKMAN, PRESIDENT
AMALGAMATED CLOTHING AND TEXTILE WORKERS
UNION, AFL-CIO

IN OPPOSITION TO
THE UNITED STATES-CANADA FREE TRADE AGREEMENT

INTRODUCTION

The U.S.-Canada Free Trade Agreement hurts workers on both
sides of the border, despite the exaggerated optimism of our
governmental leaders. While the idea sounds good in the abstract,
the agreement negotiated by the Reagan Administration and being
presented to Congress has so many problems and flaws that we must
conclude that we are better off without it than with it.

Our union represents 282,000 members, including 30,000 Canadian
members, who work mostly in the clothing and textile industries.
We also have a significant number who work in other manufacturing
industries affected by this agreement. No additional Jjobs will
be created for our members. Some Jjobs will move North and some
South in the various product areas of the textile and apparel
industry, but in sum there will be no increase in the total; in
fact, there will be a decrease.

The major consequence of this agreement will be to provide
an incentive for imports from elsewhere to flood into both countries
to take advantage of "an enlarged market and of the inability of
Customs to properly monitor the trade flows across our huge border.
The existing gquota agreements of both countries will be both more
fully filled apd more highly circumvented. We are also very
concerned that the precedents set by this agreement will be extended
to other countries or multilaterally through the current round
of GATT negotiations.

Our nation has serious trade problems which is just stating
the obvious. What bothers our union is whether this free trade
agreement and its precedents will contribute toward reducing the
continued hemorrhaging of our national wealth through the trade
deficit and enhance our long term international competitiveness.
The Admiristration has already spoken about negotiating free trade
agreements with Mexico, the ASEAN countries, even Japan. Our union
has contracts with numerous companies that have plants on both
sides of the U.S.-Canada border and we have always worked closely
with our Canadian members to insure that wages and working conditions
are not askewed in favor of one side over the other. This is true
even with many nonunionized companies -- a basic equality of labor
market competitive conditions. But this certainly does not hold
for other countries being considered for free trade agreements.

The Canadian Free Trade Agreement does not add to increased
U.S. international competitiveness. The addition of a market of
20 million more people provides no additional economics of scale
nor dgreater competition-created efficiencies. Most of that has
already occurred through our existing trading relationship. But
several new distortions have been added in this agreement that
gill prove harmful to American interests and add to our trade

eficit.

You will be receiving testimony from the AFL-CIO detailing
a number of inequities in this agreement. Our union concurs with
their essential point that this agreement represents a loss of

i
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control and sovereignty over our basic trade laws governing subsidy,
dumping, Section 30)1 unfair trade practices and Section 201 import
relief. Our union is opposed to a system which makes final decisions
affecting our member's livelihood removed completely from any
necessity of accountability and from control of their own elected
representatives. And if this sytem were to be extended further
in other bilateral agreements or multilaterally through the Uruguay
GATT trade round negotiations, we predict enormous difficulties
and many undesirable consequernces for U.S. workers.

Por us in the textile and apparel industry, this precedent
takes on enlarged proportions than for most others. The current
Multifiber Arrangement (MFA) expires in 1991 and there is no
assurance its regime will be continued, even in modified form.
Thus we are vitually concerned about what future actions we could
potentially take under Article 19 of GATT or any of our domestic
trade laws to seek restrain from overwhelming or unfairly traded
imports.

The U.S. téxtile and apparel industry is strongly affect by
many other parts of this agreement.

I. Bigger Market Attracts More Imports

The U.S. already takes in a disproportinately high share of
the developing world's exports of apparel products despite our
quota agreements. The most current data show the U.S. receives
59 percent of developing country apparel exports, more than double
thr EEC and Japanese intake combined!- (EEC receives 22.7 percent
and Japan 5.6 percent of world exports.) Canada likewise takes
in a disproportinate share of world exports. By creating a single
market between the U.S. and Canada there is an even greater incentive
created to concentrate world exports toward our market.

All major textile and apparel markets throughout the world
are protected from imports to a greater or lesser degree, MFA3,
or no MFA. The U.S. is certainly less protected than most others.
By combining the U.S. and Canada into a single market, and with
the current Administration's policy to substantially expand apparel
import quotas in the bilateral agreements it 1is negotiating,
developing country exports will be even more heavily focused and
concentrated on our market.

II. Transhipment and Fraﬁd Will Increase

The textile and apparel rules of origin under this free trade
agreement are so complex and unenforceable that unscrupulous
importers will have very little problem undermining the gquota
restraint programs in either country. The U.S., Customs Service
is already overwhelmed in efforts to enforce existing regulations.
It admits to physically inspecting only 1% of all textile and apparel
shipments that are entered. To now add a tariff-rate quota in
both directions, while necessary for the industry, will make the
job for Customs just that much more impossible. Importers will
take advantage of quota agreement shortcomings in either country
and tranship across the border. The penalties for fraud or
mislabeling are so small relative to the potential monetary gain
as to make them almost inconsequential.

III. No Implementation Provisions Are-Set Forth

Neither in the free trade agreement nor in any legislation
thus far introduced has any arrangement been made for interpreting
or implementating the basic sections of the agreement. For example,
Canada can send to the U.S. 50 million square yard equivalents
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of apparel made from fabrics produced in a third country at the
reduced FTA duty rates. If these imports are concentrated or
overloaded in one or a few market segments, entire sections of
the U.S. apparel industry could be destroyed. Authority must be
lodged somewhere to make and enforce regulations on how the agreement
is to function, with the opportunity of having input into the setting
of interpretatioh and regulation.

The new Canadian textile and apparel remission scheme discussed
below raises the additional problem of how we police the third
country duty free Canadian imports of shirts, blouses and outerwear
apparel. We question how this program is congruent with apparel
rules of origin in the agrc2ment and how Customs will keep tabs
on these items when re-exported to the U.S. Certainly an
administrative nightmare has been instantly created.

IV: Duty Remission Scheme On Imported Fabrics and Some Apparel
Into Canada

A new issue affecting the basic equality of undertakings in
this agreement has suddenly arisen. The Canadian government has

just announced a $63 million duty remission and duty reduction
program on third country imported fabric used in apparel production
subsequently exported to the . U.S. (and elsewhere). This program
gives a clear competitive advantage and direct export subsidy to
Canadian apparel manufacturers that completely undermines the basic
premise of a free trade agreement: competition to be on true free
market <conditions without governmental induced trade distorting
practices undertaken by either side. Since a duty remission program
is not available to American manufacturers the proverbial level
playing field is strongly tilted in favor of the Canadians.

While the text of the agreement published last December allows
such a subsidy program to be introduced by June of this year, we
still feel we were blind-sided and is an indication of bad faith
by the Canadian government. It makes us wonder how many other
ways the agreement equity can be undermined by cleverness and
loopholes.

From our perspective, this U.S.-Canada free trade agreement
is symbolic of the general policy of sacrificing manufacturing
industries - especially labor intensive ones - for presumed gains
in services and investment. We strongly question whether the
value-added in the new 3jobs created even approximates that of the
jobs that are being lost. We ask where will the million American
and thousands of Canadian apparel workers find alteranative
employment, given their demographic, social and educational
handicaps?

We think the Administration and the Congress ought to be
spending its efforts in the trade area seeking to reduce the enormous
trade deficit rather than negotiating agreements ' that may add even
more to that deficit.
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PREPARED éTATEMENT OF MAX TURNIPSEED
OFFICE OF THE CHEMICAL INDUSTRY TRADE ADVISOR
The Office of the Chemical Industry Trade Advisor (OCITA) is

pleased to have this opportunity to express its views on the United
States - Canada Free Trade Agreement (FTA). The FTA is an important
step toward free trade with the largest trading partner of the United
States. OCITA supports the Agreement, and urges that appropriate
implementing legislation be passed by the 100th Congress. We commend
the U.S. negotiators on this historical achievement, and look forward
to providing advice and working with the Congress in the FTA

implementation process.

OCITA was established in 1973 to coordinate the chemical
industry's responses to and policy determinations on trade matters

under consideration by the U.S. government.

OCITA represents tha Chemical Manufacturers Association (CMA), the
National Agricultural Chemicals Association (NACA), the Synthetic
Organic Chemical Manufacturers Association (SOCMA), and the Society of
the Plastics Industry, Inc. (SPI). OCITA's members represent an
important part of this Nations' productive capacity for industrial
chemicals. In 1986, shipments of chemicals and allied products
amounted to $216.2 billion, of which 10 percent were exports. In 1987,
the chemical industry accounted for more than $9.5 billion in trade
surplus. Trade with Canada accounts for a significant portion of the
industry export shipments. The FTA not only affects our exports to

Canada but the overall economic health of the industry as well.

Introduction

Throughout the negotiations on the FTA, OCITA monitored the

potential effects of the Agreement on the chemical industry and offered
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advice to the Administration. The FTA signed on January 2, 1988, by
President Reagan and Prime Minister Mulroney reflects much of that
advice and addresses many of the concerns OCITA raised during the
process. The Agreement should advance the economic interests of the
United States, and OCITA believes it will benefit the chemical
industry. This is not to say that ve are completely satisfied with the
FTA. We believe that certain provisions can be improved and urge that
future work be so directed as the FTA is implemented. Our comments on
the areas where we would like to see improvements made are not intended
to convey qualified support for the FTA. They are intended as

statements of direction for future improvements of the FTA.

The remainder of OCITA's statement expresses our views regarding
specific provisions of the FTA, their impact on the chemical industry,
and our recommendations for Congressional consideration during the
debate on FTA implementing legislation. OCITA recognizes that use of
the so-called "fast-track” approval procedures (Section 151(c) of the
Trade Act of 1974, 19 U.S.C. < 2191(c)) will preclude amendments to the
implementing legislation, but offers {its views in the hope that our
suggestions will be considered by the Congress and the Administration

as they finish drafting the appropriate legislation.

A. Energy

OCITA welcomes the energy provisions (Articles 901-909)’of the FTA
that provide for unrestricted and secure energy market access,
elimination of two-tier pricing and the prohibition of import/export
taxes and fees. Additionally, the provisions related to energy
1egulatory measures, national security restrictions, and
state/provincial governmeqts should enhance access to hydrocarbon
supplies and enforcement mechanisms, and improve opportunities for
supplemental consultation on energy sector disputes that may develop.

Overall, OCITA believes the energy provisions of the FTA will benefit

the chemical industry.
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B. Tariff Reductions

The tariff eliminations covering chemicals (Article 401) roflects
the advice of the industry. In OCITA's view, these provisions are
completely acceptable assuming the non-tariff barrier obligations under
the FTA are met. The tariff staging provisions for chemicals provide
for balanced reductions of U.S. and Canadian tariffs on chemical

products to allow for adjustments that will be necessary.

We are particularly pleased with Article 401.5, which provides for
consultations leading to the acceleration of a scheduled tariff
elimination. Although it does not of itself establish a procedure by
which acceleration agreements will be reached, OCITA urges that
implementing legislation stipulate that the private sector must be
involved in consultations for accelerated tariff elimination. We
believe that neither the U.S. nor Canadian governments should
unilater2ily initfate the accelerator provisions of the FTA without
some iaitiative from the private sector. OCITA believes it is
essentlal that the potentially-affected industry be consulted prior to
negotiations by the U.S. government. Moreover, controversial or
disputed accelerations should not, as a matter of policy, be the

subject of negotiations in this area.

C. Rules of Origin

OCITA believes that the rules of or;gin (Articles 301-304)
applicable to chemical products will substantially reduce the
opportunities for third-countrv imports to receive preferential
treatment in the context of U.S.-Canada trade. In addition to a
requirement for combined U.S.-Canada raw material and manufacturing
costs of at least 50 percent, the FTA also provides specific rules for

certain chemical products in Annex 301.2, Sections VI and VII. These
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sector-specific rules establish an excellent working foundation for the
negotiation of similar, multilateral rules of origin in the Uruguay

Round on the General Agreement of Tariffs and Trade.
D. Investment Provisions

OCITA is generally pleased with the investment provisions of the
FTA (Articles 1601-1611). In particﬁlar, OCITA welcomes the
eliminA%ion of performance requirements and the prohibition on the
adoption of more stringent investment-related requirements than those
in effect on October 4, 1987. On balance, the investment provisioris of
the FTA should reduce barriers to investments, encourage increased

capital flows and help create of new jobs in both the United States and

Canada.

OCITA is concerned, however, with the review provisions of the
FTA. The Agreement establishes a higher threshold review level for
investments in Canada of C$150 million -- a level certain to include
most of the chemical-related acquisitions which may be undertaken in
the future. It does not eliminate all review procedures and
restrictions, nor does it change the existing restrictions on oil
oparations with respect to future investments. Additionally, OCITA
believes that further clarification of the '"grandfather" provisions for
inconsistent, existing legislation, as well as more complete
definitions of direct and indirect investments are required. For
example, it is unclear at what point a firm will be considered to be

foreign-controlled for the purpose of investment reviews.

E. Safeguards

Aside from consuitations permitted under Article 1804, the FTA

provides no remedy for temporary trade distortions caused by currency
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fluctuations. In OCITA's view, exchange rate fluctuations strongly
influence trade flows, and remedies in addition to consultation are
. warranted. Consultation on exchange rates may not be enough in the
short term. Remedies such as a special surcharge or other temporary

adjusting remedies should be considered.

In addition, OCITA i{s concerned that the modification of the
existing U.S. safeguard statute (Section 201 of the Trade Act of 1974)
may seriously restrict the ability of U.S. irdustries injured by the
duty-free entry of Canadian goods to obtain the full relief currently
provided in Section 201. FTA Articles 1101 and 1102 would apply more
stringent standards foriimport restrictions on Canadisn goods than is
currently permitted. OCITA recognizes that changes may not be possible
in this area, but hopes that industries suffering injury will be able

to obtain appropriate redress through the dispute resolution procedures
L]
of the Agreement.

F. Dispute Resolution

OCITA believes that the generél provisions regarding dispute
resolution (Article 1801-1808) are fair and workable, but the question
of private sector involvement in the dispute resolution procedures must
still be resolved. Under Article 1807, if the United States - Canada
Trade Commission does not resolve a dispute within 30 days, and does
aot refer the matter to binding arbitration, and if either party so
requests, the Commission must establish a panel of experts to hear the
matter. Similarly, Article 1904 provides for binational review of
decisions relating to antidumping and countervailing duty matters.
while the procedures particular to each of the two types of panels
differs, the FTA does not detail the qualifications of panelists
(except that no binational panel member may be "affiliated" with either

party, under Article 1901.2).
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OCITA urgeu.that the implementing legislation expressly provide
that non-governmental exparts -- preferably drawn from the affected
industries -- be eligible for selection to the panels. In every case,
selection should be based on the technical expertise of the proposed
panel member on the issue raised in the dispute. Further, the
implementing legislation should designate the federal office
responsible for naming and approving persons to the roster of eligible
panelists. With these changes, those best qualified to bring the
necessary technical expertise to the process can become an essential

element in the decision-making process.

A notable disappointment is the loss of the right under U.S.
antidumping and countervailing duty cases to judicial review prior to
either contracting party being able to invoke the binational panel
provisions. The requirement that future U.S. trade legislation must
address its applicability to Canada under the FTA provisions is also a
disappointment. In OCITA's view, these provisions should not be

considered a model for other trade agreements.

G. Protection of Intellectual Property

Article 2004 of the FTA provides that the United States and Canada
"shall cooperate in the Uruguay Round of multilateral trade
negotiations and in other international forums to improve protection of
intellectual property."” Thus, despite implicit recognition that
intellectual property concerns merited consideration by the
negotiators, the FIA imposes no substantive obligation on either
party. In fact, neither the United States nor Canada is committed to
undertaking any bilateral negotiations aimed at an sgreement, or even

developing a framework to address intellectual property matters.

OCITA is concerned that intellectual property issues considered in

a multilateral framework such as the Uruguay Round may not receive the
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priority attention they deserve. For this reason, OCITA supports the
addition of language in the U.S. implementing legislation which
provides for a commitment to negotiate substantive provisions for
intellectual property protections with Canada, after the FTA is
implemented. Such language would not detract from the FTA, but would
encourage the conclusion.of an intellectual property agreement which

could serve as & useful model for the Uruguay Round.

In the FTA, the United States and Canada reached no agreement
relatfﬁg to the preservation of existiné intellectual property
protections, or relating to the imposition of more stringent licensing
requirements or similar restrictions. OCITA believes that a commitment
on the part of the United States tq_Taintain_Ehe status quo (as in
the energy and investment provisions) for intellectual property
protection would provide an incentive for the conclusion of a bilateral

agreement {n the near future.

H. Subsidies

With the exception of Article 1907, which establishes a Working
Party to consider "rules and disciplines concerning the use of
government subsidies,” the FTA contains no substantive provisions
regarding subsidies. The absence of any substantive, subsidy-related
provisions not only fails to provide the Working Party with adequate
direction, but also fails to ;tatQ that countervailable government
subsidies are undesirable instruments of trade policy. Article 104, by
expressly continuing the obligations of each country under consistent
instruments, effects no change in the application of the GAFT Articles
VI and XVI, and the GATT Subsidies Code. Additionally, Article 2011
allows for the commencement of dispute resolution procedures if, for
example, a subsidized import "nullifies or i{mpairs" an‘expected FTA
benefit. However, these provisions are inadequate to encourage a full

review of government subsidy programs, and will not promote measures



. . - B . (IS - S e ey
T

219

necessary to reform such subsidy systems. OCITA believes that the FTA
implementing legislation should provide some basic direction to the
Working Party on subsidies, at least In focusing efforts on defining
"actionable" subsidies. Transparency in the Working Party
deliberations should also be encouraged to allow for the consideration

of private sector views during the process.

Conclusion

The Office of the Chemical Industry Trade Advisor appreciates this
opportunity to present its views on the U.S. - Canada Free Trade
Agreement supports the FTA and OCITA. Efforts should not stop to build
on “he FTA and to add to its new provisions. The FTA establishes a
basis to facilitate such future negotiations in areas where needed

development has already been acknowledged. -

OCITA believes the FITA will facilitate future trade negotiations
in a number of unresolved areas. The suggestions and additional
procedures we have outlined in this statement are intended to
strengthen the U.S. position in this and similar agreements. We offer
to-provide Congress and the Administration with any assistance that may

be necessary in implementing this new trade relationship with Canada.

91-520 - 89 - 8
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OFFICE OF THE CHEMICAL INDUSTRY TRADE ADVISOR

2501 M STREET, NW , WASHINGTON, D C 20037 » (202} 887-1149

June 7, 1988

The Honorable Lloyd Bentsen
Chairman

Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

We are writing in response to several questions posed by members
of the Committee on testimony delivered April 12, 1988 by Mr. Max
Turnipseed on behalf of the Office of the Chemical Industry Trade
Advisor (OCITA). Mr. Turnipseed conveyed OCITA's support for the
U.S./Canada Free Trade Agreement (FTA) and outlined specific areas
where further progress is desirable after implementation of what has
been negotiated.

The questicns in particular that you requested additional
information or. concerned the extent of chemical industry support for
OCITA's position, and our views on intellectual property protection
(Draft Transcript, 4/12/88 hearing, at p. 26). To OC1TA's knowledge,
its position on the FTA represents that of the vast majority of
chemical companies represented by four trade associations: the Chemical
Manufacturers Association, the Synthetic Organic Chemical Manufacturers
Association, the National Agricultural Chemicals Association, and the
Society of the Plastics Industry. OCITA is not aware of any chemical
company which has voiced a different position on IPR in the FTA.

In response to the questions raised by you and Senator Roth (draft
transcript at p. 47-48) regarding intellectual property, we have the
following additional comments. OCITA's recommended approach -- that
the U.S. and Canadian governments commit to negotiation toward
conclusion of a bilateral intellectual property rights agreement -- is
premised on the belief that the multilateral trade negotiation is not
the only appropriate forum to discuss intellectual property rights.
Frankly, OCITA is concerned that reliance on the Uruguay Rounrd to
produce an agreement on intellectual property is well intended, but may
dilute the relative importance of intellectual property to United
States' interests. OCITA therefore recommends that the U.S. and
Canadian governments negotiate a bilateral agreement which can then
serve as a useful model for the Uruguay Round.

Senator Roth also requested information on the compatibility of
U.S. and Canadian copyright laws. OCITA's members generally do not
face problems in complying with the U.S. and Canadian copyright laws.
However, OCITA is aware that some companies (not in the chemicals
sector) have experienced difficulty in meeting the often differing
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requirements of the two copyright systems, and believe that some effort
should be made to harmonize the programs.

With respect to concerns, questions and comments regarding the
Working Group on subsidies, OCITA strongly recommends that private
sector experts be consulted during the negotiations on increased
subsidies discipline. OCITA notes with approval that the Finance
Committee's recommendations on the FTA implementing legislation
included a consultation provision. We urge the Congress to encourage a
specific agenda and objectives for the Working Group within these
provisions. We look forward to assisting Congress and the
Administration in the effective implementation of a private sector
consultation process.

Senator Mitchell requested information on the extent OCITA was
consulted by U.S. negotiators on the FTA (draft transcript at p. 39).
OCITA has over the years established a close working relationship with
the Office of the U.S. Trade Representative and the U.S. Department of
Commerce, and as a result OCITA was involved in consultations with the
U.S. negotiators on the FTA. Most of these consultations were through
several members of OCITA member companies that are represented on the
Industry Sector Advisory Committee for Chemicals and Allied Products
(ISAC-3).

On the question concerning the fast-track process, OCITA supports
the fast-track approval process if consultation with the private sector
is considered standard procedure. We look forward to close
consultation with both Congress and the Administration as other
"fast-track" approvals are undertaken.

OCITA would like to take this opportunity to note its support for
the Committee recommendation on implementing Article 401 of the FTA,
regarding tariff eliminations. The Committees have recommended that
any duty modifications pursuant to the tariff elimination acceleration
provisions be subject to the consultation/layover requirements. 1In
effect, the President must first seek advice from the private sector
and the International Trade Commission before implementing any change
in the FTA by Presidential proclamation. This approach is wholly
consistent with OCITA's suggestions to the Committee, with the
exception that we had hoped that implementing language or report
language would clarify that controversial items not be considered for
accelerated reduction.

If we may provide any additional information on OCITA's position,
please feel free to contact Mr. K. James O'Connor, Manager,
International Trade, Chemical Manufacturers Association, at 887-1130.

Very truly yours,

Trade Advisor






B
<

223

CoOMMUNICATIONS

WRITTEN STATEMENT OF WILLIAM T. ROBISON
PRESIDENT, AMERICAN PLYWOOD ASSOCIATION
Before The
SENATE FINANCE COMMITTEE

) Concerning

THE FREE TRADE AGREEMENT AND THE U.S. PLYWOOD INDUSTRY
April, 1988

Background
Currently, high tariffs inhibit plywood trade between the

United States and Canada. Even if the plywood tariffs were
removed, however, while Canadian plywood could compete openly
in the United States, nontariff barriers would prevent most
U.S. plywood from competing in the largest segment of the Can-
adian plywood market, the Canadian construction market. The
Canadian construction plywood market alone, the market that
most U.S. plywood is barred from, is worth approximately $490
million annually.

The Canadian barriers take the form of standards that bar
the use of D-grade veneers or Southern Yellow Pine in construc-
tion plywood. Plywood made with D;grade veneers and Southern
Pine constitutes about 80% of total U.S. plywood production.
There is no economical way that U.S. producers of this plywood
could modify their operations to produce plywood to meet the
Canadian standards. Moreover, they should not have to.

Most countries, including the United States, accept plywood

produced to other countries' standards. For example, U.S. C-D
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plywood is accepted by countries throughout the world, except
Canada. Further, the United States accepts plywood from other
countries if it meets the building code performance standards.

Canada, however, will not accept panel products for its
construction markets unless they meet the Canadian standards.
Currently, these standards are pot solely performance standards,
e.g. based on the strength or durability required for a par-
ticular use. Rather, they are based on arbitrary grade speci-
fications which exclude D-grade veneer and require wood species
indigenous to Canada.

Based upon performance for its intended use, U.S. plywood
is every bit as good as Canadian plywood. There is no perfor-
mance justification for the exclusion of panels with southern
pine or D-grade veneer.

For years the United States and Canada have sought to
resolve the problems created by Canada's nontariff plywood
barriers. For example, in the Tokyo Round of Multilateral Trade
Negotiations, it was agreed that the plywood tariffs would be
reduced only after the nontariff barriers had been eliminated.
This never occurred, however, because at that time the two

industries were unable to harmonize their standards.

The Free Trade Adreement

Recognizing that it would be manifestly unfair to permit
canadian plywood access to the U.S. market while at the same
time allowing discriminatory Canadian standards to exclude U.S.
plywood from the Canadian construction market, the United States
insisted in the FTA negotiations that Canada take some steps
to begin the process of removing discriminatory barriers. In
a side letter to the Agreement, Canada agreed that by March
15, 1988, the Canadian Mortgage and Housing Corporation would
evaluate C-D plywood for use in housing that it finances, ac-
counting for about 10% of the Canadian construction plywood
market. If the evaluation resulted in CMHC permitting the use
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of C-D plywood in housing that it finances, tariff cuts on
structural panels would have begun as soon as the PTA took
effect. If CMHC disapproved the use of C-D plywood, and the
disapproval was not affirmed by an impartial expert panel, the
FTA allowed the United States to postpone structural panel

tariff cuts until the matter is resolved.

Canada's Breach of the Plywood Provision

In fact, the CMHC did not do the evaluation of C-D plywood
called for in the side letter. CMHC merely observed that U.S.
plywood failed to meet the discriminatory Canadian standards,
a fact that has been well known for years, and that Canada pay
change those standards some time in the future, surely not
grounds to remove our tariffs at this time. Since there was
no technical evaluation of U.S. plywood, there is nothing for
a technical panel to review.

Canada’'s action breached the plywood provisions of the
FTA. U.S. Trade Representative Yeutter agrees. He has stated
that CMHC's action was "definitely violative of the Free Trade
Agreement." Without an evaluation by the CMHC, U.S. plywood
will be totally frozen out of the Canadian construction plywood
market. As a result, the American Plywood Association requested
the Administration to invoke its rights under Article 2008 of
the FTA and refuse to lower tariffs on structural panels until
the plywood problem has been satisfactorily resolved.

Canada has breached the FTA side letter, and continues to
maintain the unfair nontariff barriers. The U.S. plywood in-
dustry would be seriously injured if we open our plywood markets

while the Canadian markets remain closed.

U.S., Response to the Canadjan Breach

The Administration has taken the position in negotiations
with Canada that there will be no tariff cuts until the stan-

dards problem has been satisfactorily resolved. The American
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Plywood Association fully supports this position. Canada,
however, continues to demand that the Administration convene

a technica{.panel to review the CMHC decision even though there
is no technical evaluation to review. This should not be per-
mitted.

The Administration currently supports a proposal made by
Senator Packwood to have technical experts from the forest
products laboratories of the two nations meet to harmonize the
U.S. and Canadian standards for structural panels. Since CMHC
indicated that Canada is considering adoption of performance
standards, there is a basis to support such negotiations. Under
this plan, however, no tariff reductions are to occur until
Canadian and U.S. plywood standards are harmonized by the two
countries' technical experts and the new standards are incor-
porated into the building codes of the two countries.

While the APA fully supports the U.S. government's efforts
to solve the standards problem, these efforts are currently
only a negotiating position. The position could change at any
time, depending on Canadian reaction or on other matters of
dispute between our two countries. The postponement of phased
tariff reductions on structural panels until the plywood stan-
dards issue is resolved, pursuant to our rights under Article
2008 of the FTA, must be made mandatory.

This can be done either by an explicit commitment by the
Administration, or in the FTA's implementing legislation. That
legislation should:

-~ give the President the authority to negotiate the
plywood problem with Canada,

-- indicate that tariff reductions on structural
panels will not occur until

a) Canada and the United States have adopted
common, performance standards for structural panels,
and

b) those standards have been incorporated into
building codes in the two nations, and

-- in any case, provide that the reduction in tariffs
should be a phased reduction occurring over a minimum
of 7 years.
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Conclusion
The U.S. plywood industry is one of the most competitive

industries in the world. It is willing to compete‘with any

industry on fair terms. It would be grossly unfair, however,
for the United States to open its markets to Canadian plywood
while unfair nontariff barriers keep U.S. plywood out of the

Canadian construction plywood market.

Pursuant to Article 2008 of the Free Trade Agreement, the
United States should not lewer the tariffs on structural panels
until Canada and the United States adopt common, performance
standards for structural panels and those standards are incor-

porated into the building codes of the two nations.



Ms. Laura Wilcox

Hearing Administrator

205 Dirksen Senate Building
Washington D.C. 20510

FOR INCLUSION IN THE OFFICIAL RECORD OF THE
SENATE FINANCE COMMITTEE HEARING ON THE
IMPLEMENTATION OF THE U.S.-CANADA FREE TRADE
AGREEMENT.

It is with great anticipation that we welcome the Senate
hearings regarding the free trade agreement between the United
States and Canada.

The Berelson Company has, in one way or another, been in-
volved in the import/export business for over fifty years. During
this time we have experienced a consistent growth in our economic
relations with Canada. Our common culture and peaceful border
have created an economic climate in which both countries have
prospered.

We entrust the honorable Members of Congress with our support
in the belief that they will help to negotiate a treaty that is
fair, comprehensible, and beneficial to all. We ask that any
Member who is inclined to subject this treaty to unnecessary risk
in order to promote himself or his party to refrain from doing
so. The importance of this treaty outweighs the legitimacy of
special interests. With regards to duties, we hope that Congress
will adopt a policy that will eliminate these barriers as quickly as
possible. The sooner true free trade is instigated between our
two countries, the sooner our economic and social relations will
be enhanced.

It is our belief that this treaty, along with the implementa-
tion of the Harmonized System, will help the United States to
better compete in the ever changing global economy. We ask that
Congress use whatever labor and wisdom necessary to acheive this

goal.

Sincerely,

fodad S, Cluany

Richard B. Avery
Vice President - Operations
The Berelson Company

1 he Bereben Compuiny

1O Pine Street

San Fram o, California 9311
Tetephone 415 956-660

Telen 4949518 15 SH
Telecnprer 413 936148
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STATEMENT OF

GALE P. FOSTER, EXECUTIVE DIRECTOR

CORDAGE INSTITUTE
TO THE

FINANCE COMMITTEE
UNITED STATES SENATE

IN OPPOSITION TO

THE U.S.-CANADA FREE TRADE AREA
AGREEMENT

APRIL 8, 1988

The Cordage Institute is a trade association of domestic
manufacturers of cordage products made from natural and man-~
made fibers. The Institute is located at 42 North Street,
Hingham, Massachusetts.

The Cordage Institute is opposed to the U.3.-Canada
Free-Trade Area Agreement, We oppose the Agreement on
several grounds: the recently proposed Canadian duty
remission scheme on imported fabrics:; the problem that we
forsee with transshipment; the dilution of U.S. trade laws:
and last, but not least, the precedent that this Agreement
establishes for similar types of trade arrangements outside
the multilateral framework.

I. DUTY REMISSION SCHEME

The duty remission scheme on imported fabric is in
effect a subsidy to Canadian apparel producers yet this sub-
sidy was not even put into effect until the Agreement bet -
ween the U.S. and Canada was signed. Under the

circunstances, we suggest that Congress should have some



230

concerns about the credibility of undertakings in the
Agreement, While not technically a violation of the
Agreement, this scheme is inconsistent with the standstill
provisions of the Agreement.

II. TRANSSHIPMENTS AND OTHER CUSTOMS ABUSES

However well-intentioned the rules of origin may be in
the Agreement, we believe that the U.S. Customs service is
already on overload; hard pressed to enforce existing regqu-
lations, the new requirements and burdens associated with
the Agreement will further exacerbate an already untenable
situtation at Customs. The Agreement will encourage
transshipment because the elimination cf duties will make it
worthwhile, and in the process gquota circumvention will be
rife.

III. THE DILUTION OF U.S. TRADE LAWS

We believe there are major gaps in the Agreement that
will leave certain U.S. industries defenseless against
injurious Canadian imports.

The U.S.-Canada Agreement tontains no requirement that
Canadian subsidies be eliminated. Canadian federal and pro-
vincial subsidies are pervasive in the Canadian economy.

The dispute settlement mechanism in the Agreement
further weakens the ability to offset unfair trade prac-
tices. The elimination of judicial review in cases dealing
with unfair trade practices and the substitution of bina-
tional panels substantially weakens the ability to act
against subsidy and dumping practices.

The Agreement also places limits on Section 201 "escape
clause" relief in cases where Canadian goods are involved.

IV. PRECEDENTS SET BY THE CANADIAN AGREEMENT

Our members have concerns that the Agreement will

establish a precedent to initiate similar negotiations with

S



231

other countries. Treasury Secretary Baker has written about
a "market liberalization club approach, through minilateral
arrangements or a series of bilateral agreements"” based on
the U.S.-Canada Agreement.- Others have suggested free-trade
agreements with Japan, Korea, Mexico and the ASEAN
countries. According to the Reagan Administration, a number
of nations have expressed interest in such agreements.
Already we have such an agreement with Israel. Some in
Congress have proposed legislation to extend these free-~
trade area benefits to textiles and apparel for the
Caribbean countries. The cumulative impact of these
arrangements will be devastating for the U.S. textile pro-
ducts industries, like cordage, already under seige by

imports.

This is not a free-standing arrangement. What is nego-
tiated here will be sought by our other trading partners.
In fact, the Israelis are demanding that the dispute settle-
ment mechanism be added to the U.S.-Israel FTA. These indi-
vidually negotiated agreements, which seem more attuned to
foreign policy objectives than econonmic ones, are not a
sound way to create or conduct U,S. trade policy, and we
hope Congress will have the wisdom to stop what is happening

in this area before more damage is done.
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McHENRY & STAFFIER, P.C.

GEORGE W MCHENRY. JR
JOMN R STAFFIER

JOHN H BURNES. JR
SHIPPEN HOWE

Hand Delivered

1300 NINETEENTH STREET. N.W.

ATTORNEYS AT LAW
SUITE 408

TELEPHONE

WASHINGTON, D C. 20036 (202) 467-5880

April 19, 1988

The Honorable Lloyd Bentsen

Chairman
Committee on Finance

SD-205 Dirksen Senate Office Building

Washington, D.C.

RE:

Dear Senator Bentsen:

\

Hearings before the Senate Committee on
Finance in connection with the United
States-Canada Free Trade Agreement
(April 13, 1988)

In testimony presented to the Committee on April 13, 1988; the
Independent Petroleum Association of America ("IPAA") criticized the
regulatory treatment which has been accorded to the Alaska Natural

Gas Transportation
portions thereof.

Systermn
Specifically, an IPAA

("ANGTS"), including the prebuilt

spokesmean, Mr., Danny

Conklin, stated that "the prospects are slim that the ANGTS ever will
be built," and that the unique regulatory status of the ANGTS is
being exploited in order to assist the marketing of Canadian gas
through the prebuilt portions of the system.

On behalf of Foothills Pipe Lines (Yukon) Ltd. ("Foothills"), the
Canadian sponsor of the ANGTS, I am writing to set the record

straight on the status of the ANGTS.

make three points.

In particular, 1 would like to

First, the ANGTS is genuinely a special preject which is entitled

by law to certain forms of unique regulatory treatment.

Armong other

things, it is based upon a special act of Congress -- i.e., the Alaska
Natural Gas Transportation Act of 1976 -- and several regulatory,

presidential, and congressional decisions issued under that act. It is

also besed upon an

important bilateral agreement,

namely, the

"Agreement between the United States of America and Canada on
Principles Applicable to a Northern Natural Gas Pipeline."

Second, in those

gituations in which the Federul Energy

Regulatory Commission has refused to apply a generic rule to the
prebuilt pertions of the ANGTS, it hes done so in order to preserve

b
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the minimum revenue stream which was essential to the financing of
the prebuild phase. In its 1980 orders approving the prebuild phase,
the Commission repeatedly assured the ANCTS sponsors that it would
not take any future action which would undermine the integrity of
this minimum revenue stream. Moreover, both the Commission and the
U.S. courts have recognized that any interference with the minimum
revenue stream would constitute a breach of various commitments made
by the United States to Canada in order to secure Canadian
participation in the ANGTS prebuild project. See, e.g., Wisconsin
Gas Company v. F.E.R.C., 770 F.2d 1144 (D.C. Cir. 1985), cert.
denied, 1065 S. Ct. 1968 (1986). o

Finally, Foothills strongly disagrees with the suggestion that the
remaining portions of the ANGTS will not be completed. We remain
convinced that Alasken North Slope gas will be needed by the lovier
forty-eight states, and that the ANGTS will be completed by the
mid-to-late  1990's. Furthermore, as a result of favorable
developments in interest rates, inflation, snd technology, the cost of
the project will be substantially less than originally estimated.

By focusing on the ANGTS, I do not mean to suggest that
Foothills agrees with the remsinder of IPAA's testimony. To the
contrary, ~Foothills believes that the allegations concerning "unfair"
preferences for Canadian exporters are untenable. Moreover, we
strongly support the Free Trade Agreement and the spirit of open,
bilateral trade which is embodied therein.

Foothills appreciates this opportunity to present its views on
these matters to the Committee, and respectfullv requests that this
correspondence be included in the Committee's hearing record. If
you have any further questions concerning our positicn, please do
not hesitate to notify nte.

Very truly yours,

{ M fvr'

Georgre W.McHenry, JIr.
Counsel for

FOOTHILLS PIPE LINES

(YUKON) LTD.
GWM:jsj

STATEMENT REQUIRED BY FOREIGN AGENTS REGISTRATION ACT

In accordance with the requirements of Section 4 of the Foreign
Agents Registration Act of 1938, McHenry & Staffier, P.C., 1300
Nineteenth Street, N.W., Washington, D.C,, 20036, and Wexler,
Reynolds, Harrison & Schule, Inc., 1317 F Street, N.W., Washington,
D.C., 20004, hereby state that they are registered under the Act ss
agents for Foothills Pipe Lines (Yukon) Ltd., a Canadian company.
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Statement of

Dr. Peter T. Nelsen
Chairman and CEOQ

International Trade Council

Testimony on U.S.-Canada Free Trade Agreement

Mr. Chairman and Members of the Senate Committee on Finance.
I am Dr. Peter Nelsen, President of the International Trade Coun-
cil. We thank you for the opportunity to provide written testimo-
ny on the U.S.-Canada free trade negotiations.

The International Trade Council (ITC) is a trade association
representing large and small businesses from the entire spectrum
of exporting industries. Dedicated to defending and expanding free
trade, overseas development and private sector investment, ITC is
the original sponsor of the U.S. International Trade Center (USIT)
and the International Development Instituce. USIT is a permanent,
year-round trade center designed to assist small, medium and large
companies in entering the export market. USIT will provide 5,000
exhibitors with access to 400,000 foreign buyers annually; joint
shipping, financing, insurance, and marketing arrangements. In
addition, IDI also provides education, training, and technical
assistance to exporters.

The Under States and Canada are great friends and neighbors.
We share the world's longest undefended border and the largest
trading relationship. Millions of Americans and Canadians freely
cross the border to shop and visit each year. OQur defense ties
with Canada are more extensive and intimate than with any other
Country. We work together through NATO, the North American Aero-
space Defense Command (NORAD), and the Permanent Joint Board on
Defense.

Nonetheless, despite our very close friendship a trade war
with Canada is a distinct possibility if the current free trade
negotiations fail. We are already in a trade skirmish.

In March 1985, Canada reinstated a trade provision that en-
abled foreign manufacturers to receive remissions of Canadian
duties on imports from their home countries based on their exports
to the United States. The United States has protested that this
constitutes an export subsidy. In early 1986, under pressure from
American timber companies, the U.S. imposed a 35 percent tariff on
Canadian cedar shakes and shingles. Canada retaliated by increas-
ing its tariffs on computer parts, books and a variety of other
products. In October 1986, the U.S. Commerce Department deter-
mined that Canadian province softwood timber pricing constituted
an export subsidy. To avoid a threatened countervailing duty,
Canada imposed a 15 percent export tax on softwood lumber in De-
cember of 1986.

;_-x:‘_‘,‘{ :@
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Canada in turn has begun flexing its own protectionist mus-
cles. In March 1987, the Canadian government imposed a 67 percent
countervailing duty on U.S. corn imports to counter American
agricultural subsidies. That same month, Canada proposed to bar
foreign firms from distributing films in Canada for which they
held the U.S. distribution but not the worldwide rights. This
proposal would reduce U.S. movie sales in Canada by about 20
percent.

America's protectionist impulse has been fueled by a myth.
This myth claims that foreign imports are stealing American jobs
particutarly in manufacturing. That just is not true. The Ameri-
can economy created 8.4 million new jobs from 1978 to 1985 -- far
more than Japan and Western Europe combined. In addition, U.S.
manufacturing employment has held steady around 19 million since
1970, while total employment of production workers rose from 47
million in 1975 to 62 million in July 1985.

The cost of a trade war will be higher prices for American
consumers and lost jobs for U.S. workers. The cedar shake and
shingle tariff cost new home buyers an extra $800 according to the
National Association of Home Buildings. The softwood lumber tax
has been estimated to price 120,000 families out of the housing
market in the next seven years and cost those who can still afford
a new home $227 million annually. American jobs are lost when
Canada seeks to protect its industries with stiff tariffs and
limits American companies' access to its markets.

A free trade agreement could break this cycle of "tit for
tat® protectionism and defuse the looming trade war. A free trade
agreement would also yield several additional benefits. Canadian
tariffs are must higher than ours on the average. Thus, phasing
them out would benefit American exporters according to the Office
of the United States Trade Representative, if Canada cut its
tariff rates to the level of other industrialized countries,
American exporters could increase their annual sales by $500 mil-
lion annually. In return, Canada would be given secure access %o
the U.S. market. Elimination of tariffs would also modestly lower
the cost of living for consumers. In return, Canada would receive
secure access to the American market.

It has been estimated that a free trade agreement with Cana-
da would raise the U.S. gross national product by $12-17 billion
and create 500,000 tu 750,000 jobs. Because Canada's economy is
much more dependent on exports, it would receive proportionately
an even greater increase in its gross national product.

A U.S.-Canada free trade agreement could also substantially
promote the further negotiation and establishment of a North
American Free Trade area. This proposal, introduced by Senator
Phil Gramm and Congressman Jack Kemp, calls for a North American
Free Trade Area that would include the U.S., Canada, Mexico, and
the Caribbean Basin Initiative participants. This agreement would
be reciprocal and provide for mutual reductions in trade barriers
to promote trade, economic growth, and employment throughout North
America. The Gramm-Kemp approach would provide strong incentives
for other countries to negotiate reductions in trade barriers with
the U.S. or face increased competition from those countries which

do.
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In order to realize these important benefits
yield to the temptation to dilute :he free trade aér:gngxztw?:ﬁ
single sector protectionism. Protection of a single industry al-
ways comes at the expense of the overall economy. A recent study
by Arthur Denzau at the Center for the Study of American Business
shows "that if the United States had imposed a 15 percent impcrt
quota on steel in 1984, as the steel industry sought, 26,000
steelworkers jobs could have been saved -- but at the cost of
93,000 jobs in the steel using industries. High prices for pro-
tected domestic steel would have made American automobile and
durable goods producers less competitive." Moreover, the American
consumer would pay much more in the form of higher prices for
these goods than the wages earned in the jobs that would have been
saved. The cost-benefit ratio in the case of footwear quoteas was
9:1; in the case of steel and autos, 4:1.

Accordingly, ITC recommends that the free trade agreement
{and all other trade legislation) contain a statement detailing
the economic impact on and costs to the U.S. consumers as outlined
in the Gramm/Kemp proposals for a North American Free Trade Area.

Most importantly, a free trade agreement should include
agricultural services, investment and intellectual property rights
to serve as a model for the more difficult and important ongoing
General Agreement on Tariffs and Trade (GATT) negotiations. Ameri-
ca blocked the formation of the International Trade Organization
in the 1940fs and effectively fought to remove agriculture from
GATT rules in the 1950's. As a result, U.S. service corpanies and
mu]tinagionals now face a "hodge podge" of rules governing trade
in services and investment which vary from country to country.
American farmers have lost tremendous markets to subsidized Eu-
ropean agriculture due to this lack of GATT restrictions.

The free trade agreement should include a commitment to end
the use of public subsidies and dumping in all sectors of the
economy by the year 2000. This is similar to the U.S. approach
recently set forth through recent GATT negotiations on agricul-
tural policy. Subsidies and dumping encourage the use of counter-
vailing duties and quotas by countries with competing industries.
The net effect of this is the taxing of the many for the benefit
of the few, increasing the cost of goods to consumers, reducing the
creation of jobs and diverting the flow of investment capital to
inefficient producers.

The International Trade Council proposes that a woratorium
on countervailing duties and quotas be declared. The Internation-
al Trade Commission and its counterpart, the Canadian Iinport
Tribunal should be phased out and replaced with a joint panel to
resolve unfair trade practices.

If we fail to establish a bilateral mechanism to resolve
these disputes, American businesses and farmers could be further
burdened by unilateral retaliation by Canada and other countries
adopting the U.S. argument in the Canadian softwood lumber case
that discretionary administration of public resources constitutes
a subsidy. Under our own Jogic, the use of gtate industrial de-
velopment bonds, government financed irrigation projects, pollu-
tion control easements or antitrust laws or antitru§t’exempt10"5
by U.S. exporters could justify a foreign countervailing duty.

The status quo in trade with Canada and the rest of tne
world cannot be maintained, nor can we solve the problems through
more quotas, stiffer tariffs or higher barriers. Retaliation
breeds retaliation and American consumers and workers pay the
price for “"getting tough." The ongoing free trade negotiations
with Canada offer a great opportunity to reverse this vicious cy-
cle with reductions in trade barriers, creating incentives for
other countries to join inor be squeezed out of the North Ameri-

can market.
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STATEMENT OF J. I. CASE COMPANY
IN SUPPORT OF THE
UNITED STATES-CANADA FREE TRADE AGREEMENT

J. 1. Case Company ('"Case') favors prompt implementation
of the United States-Canada Free Trade Agreement, Case is a
$3.7 Billion manufacturer of agricultural and construction
equipment employing approximately 30,000 persons worldwide.
It has manufacturing and distribution facilities throughout
the United States, and in Canada. Transnational shipments
of parts and wholegoods between these countries during 1987
reached close to $600,000,000. As a result, implementation
8f the proposed trade pact will have a profound impact on
ase,

Trade in agricultural equipment between the United
States and Canada is already duty-free, and the trade
agreement would maintain this arrangement which has proved
so valuable to Case, More importantly, the trade agreement
would result in the complete elimination of tariffs on the
type of construction equipment that Case markets. The
staged reduction of these tariffs, which are relatively high
in Canada, would take place over 5 years; and though we
would prefer more immediate elimination, we accept the need
for such a phase-out period in view of the legitimate
concerns of both countries.

There are many other aspects of the proposed trade pact
that Case supports., For instance, the country of origin
rule requiring products to contain at least 507 domestic
content will allow Case to compete more effectively against
non-FTA companies and will stimulate use of its domestic

production.

The United States-Canada Free Trade Agreement represents
an historic achievement which we believe will greatly
benefit both countries. Consequently, we urge the United
States Senate Committee on Finance to expedite preparation
of the necessary implementing legislation and act favorably
on it once completed.

Submitted on behalf of
J. I. CASE COMPANY

By:

a . Falsta
Senior Vice President,
General Counsel & Secretary

A
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STATEMENT OF JOSEPH E. SEAGRAM & SONS, INC.

This statement is submitted on behalf of Joseph E.
Seagram & Sons, Inc. (Seagram) in response to the Committee
on Finance press release of February 23, 1988 requesting
comments on the United States-Canada Free Trade Agreement
{CFTA).

Summary

Seagram appreciates the invitation of the Senate
Committee on Finance to comment on the CFTA. Free trade
between the United States and Canada would be an important
accomplishment for our country and for world trade general-
ly. Seagram would like to do its part to make sure that
this historic agreement becomes a reality.

We believe that extensive benefits will be derived from
the more balanced and improved trade with Canada that would
occur if the CETA becomes operative. Seagram therefore
urges Congress to approve legislation implementing this
agreement.

In Seagram’'s view, the elimination of tariff barriers
is the cornerstone of any fundamental free trade agreement.
Seagram applauds the success with which U.S. and Canadian
negotiators were able to agree on the elimination of tariffs
for nearly all products traded between the two countries.
Seagram believes that these accomplishments merit Congres-
sional approval.

Seaqram’'s Operations and Interests

Seagram is a New York-based corporhtion which is the
leading manufacturer and marketer of distilled spirits and
wines in the United States. We employ over 3,800 people
throughout the United States representing 75% of all our
North American employees. The company owns three distiller-
ies and bottling plants, two in Maryland and one in Indiana.
Seagram also owns one of Napa Valley’'s most distinguished
wineries, Sterling Vineyards, as well as The Monterey
Vineyard.

Joseph E. Seagram & Sons, Inc. is the principal operat-
ing subsidiary of the Canadian corporation, Seagram Company
Ltd., which is based in Montreal. However, with affiliates
in 27 countries, Joseph E. Seagram & Sons, Inc. directly
manages the corporation’s European and other international
operations through our New York offices. Seagram and its
affiliates produce and market more than 700 brands of
distilled spirits, wines, champagnes, ports and sherries in
more than 150 countries. However, the United States and
Canada account for 54 percent of the company’s total spirits
and wine revenues.

Both in the United States and Canada, the products of
Seagram and its affiliates are subject to substantial
customs duties and excise taxes. Moreover, spirits and wine
are subject to additional taxation by governmental subdivi-
sions within the countries in which Seagram and its affili-
ates products are sold.

Seagram supports the balanced package of duty reduc-
tions contained in the CFTA. These reductions will encour-

\
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age additional trade between the two countries and contrib-
ute to rneeded economic growth. Seagram is particularly
pleased that agreement was reached that will eliminate
entirely the tariffs on distilled spirits (item number
2208.30) effective January 1, 1989, if Congressional and
Parliamentary approval of the CFTA is obtained.

The Importance of the CFTA

In Seagram’'s view, the implementation of the CFTA is in
the best interests of the United States and Canada. The
United States and Canada are major trading partners, and
both have prospered over the years as a result of this
partnership. By establishing a more balanced and open trade
relationship between the United States and Canada, the CFTA
is an important step in strengthening the world's trading
system. For while the immediate trade benefits of the CFTA
are of interest to Seagram, we also recognize that the
conclusion of this agreement gives additional momentum to
future agreements, i.e., the Uruguay Round of Multilateral
Trade Talks and the European Communities’ agreement on
corporate taxation harmonization.

Seagram is dedicated to the goal of free trade. We
acknowledge, of course, that there will be times when
Seagram is a direct beneficiary of a more open trading
system; but there will also be instances when our competi-
tors reap the primary benefits. Of overall importance,
however, is the one undeniable fact that free trade benefits
all countries over the long term.

Implementation of the CFTA would increase the efficien-
cy of the North American economies and strengthen each
country’'s ability to export into an increasingly competitive
world market. Such a partnership would demonstrate a strong
North American commitment to free and fair trade, and serve
an exemplary role in the Uruguay Round for resolving major
trade issues through negotiation rather than confrontation.

Free trade between the United States and Canada has
often been a subject of discussion; however, the two coun-
tries have never come this close to achieving agreement.
Seagram believes that the two countries should take full
advantage of this opportunity to strengthen their ties. If
the occasion is missed, it will undoubtedly take many years
to build enough momentum to revisit the idea of North
American free trade.

Seagram has long endorsed policies which foster free,
fair, and open trade throughout the world, because history
has proven that free and fair trade creates the greatest
well-being for not only the United States, but for all
countries. Accordingly, Seagram has supported such benefi-
cial legislation as the Caribbean Basin Initiative and the
Israeli Free Trade Agreement. Seagram believes that the
CFTA will facilitate more balanced, open trade with Canada
and will yield similar, beneficial results for both coun-
tries in particular and for world trade generally.
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Conclusion

Because of the extensive benefits that U.S. industries
and consumers will derive from the more balanced and im-
proved trade that the CFTA would foster, Seagram urges
Congress to support legislation to implement this important
agreement. Should we be able to provide any specific
information or answer any further questions regarding the
CFTA, we would be pleased to do so.

Respectively submitted,

JOSEPH E. SEAGRAM & SONS, INC.

oL

By . Salmon
Co or
Jos h Seagram & Sons, Inc.

Dewey, Ballantine, Bushby,
Palmer & Wood

1775 Pennsylvania Avenue, N.W.

Washington, D.C. 20006
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UNITED STATES BEET SUGAR ASSOCIATION

HBS FIFTEENTH STREET, N w.
WASHINGTON,D.C. 20008

(202) 206-4820

March 25, 1988

Ms. Laura Wilcox

Hearing Administrator

205 Senate Dirksen Office Bldg.
Washington, D.C. 20510

Dear Ms. Wilcox:

This letter is in response to the solicitation for written
comments on the United States/Canada free trade pact.

The comments concern proposed Article 707: ‘'Market Access
for Sugar-Containing Products,” which states: "“The United States
of America shall not introduce or maintain any quantitative
import restriction or import fee on any good originatipng in Canada
containing ten percent or less sugar by dry weight for purposes
of restricting the sugar content of such good."

We believe the proposed exemption of products containing 10
percent or less sugar from future United States import restrictions,
irrespective of their impact on the United States sugar program,
is unwarranted.

Since the adoption of sugar import quotas in 1982, imports
of sugar-containing products from Canada have increased at an
alarming rate. It is obvious that these imports are circumventing
the quota program.

Canada produces approximately 120,000 metric tons of sugar
annually, which_ is equal to about 10 percent of its annual consumption.
Thus, its shipment of sugar-containing products to the United
States is made possible only by the use of imported sugar. There
is no good reason to afford products imported into Canada with
preferential treatment as transshipped products to the U.S.

In order to rectify the inequity already written into the
pact, we respectfully urge that the sugar in the exempt products
be produced from Canadian sugar beets.

Thank you.

Sincerely,

David C. Carter, President Nicholas éominus, szsident

U.S. Beet Sugar Association U.S. Cane Sugar Refiners' Association
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«“KennerProducts

KENNER PARKER TOYS INC

N JAMES M KIPLING
March 22, 1988 Vice President Law

Ms. Laura Wilcox

Hearing Administrator

205 Senate Dirksen Office Building
Washington, DC 20510

Dear Ms. Wilcox:

Kenner Products, a division of wonka, Inc., wishes to
express its support of the U.S./Canada Free Trade Agreement
now being considered by the Senate Finance Committee. Like
many other toy companies, Kenner presently manufactures,
stores and distributes its toys from facilities in both the
United States and Canada. Free trade between these two
countries will allow us to rationalize our rescurces, and
to take advantage of the economies of scale by
manufacturing for both entities in one location. 1In
addition, it will allow us greater flexibility in
transportation and warehousing of our product.

It is unfortunate that most toy products are scheduled to

become duty~free over a ten-year period. Our company would

have preferred duty-free treatment for these products
immediately upon implementation of the Agreement. If the
Agreement can be amended to move toy products to one of the
other schedules before it is implemented, the entire U.S.
toy industry would greatly binefit. Even if this is not
possible, eventual duty-free treatment for toy products
will be helpful.

I will be happy to answer any questions you may have
concerning this matter. Thank you for thils cpportunity to
express my company's views.

. Very truly yours,

James M. Kipling

JMK:dej

cc: Mr. Ed Mihalski
Minority Chief of Staff

1014 VINE STREET. CINCINNATI, OMIQ 45202 » TELEPHONE (513} 579-4000 o TELEX 214-273 « CABLE ADORESS KEKNER CIN » RAPIFAX (513) 579-4704
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Statement

of the
Maritime Coalition
on the
U.S.-Canada Free Trade Agreement
befare the
Senate Finance Committee
March 17, 1988

The ad hoc Maritime Coaslition an the U.S.-Canada Free Trade Agreement,
representing a broad spectrum of U.S. ship operating and shipbuilding industries,
appreclates the opportunity to comment on the recently negotiated U.S.-Canada Free
Trade Agreement (FTA). Although many of the Coalition's concerns were alleviated when
the Transportation Annex was deleted from the FTA, a few unresalved concerns remain.
It is understood that the FTA cannot be renegotiated or changed substantially at this
time. However, we are hopeful that careful drafting of the implementing legislation can
minimize potential negative consequences for the U.S. maritime industry.

As the Committee is probably aware, the Coalition vigorously opposed the inclusion
of maritime services within the proposed Transportation Annex to the Services Chapter of
the FTA, Fortunately, after protracted efforts by the Coalition, its individual members
and a bipartisan majority of both houses of Congress, the entire Transpor:ation Annex was
excluded from the FTA,

Both President Reagan and U.S. Trade Representative Yeutter have stated their
desire to use the FTA as a role model for the Uruguay Round of General Agreement on
Tariffs and Trade (GATT) negotiations. We can only hope they Intend to use it as it is
currently written -- without maritime transportation covered under a services
agreement. And also without allowances for the export of domestic petroleum resources.

With respect to the remainder of the FTA, the Coalition is concerned about several
provisions, particularly the mandatory annual review or rollback provision, the passible
future expansion of the Government Procurement Chapter to Include services, the
uncertaln application of the Tourism Annex to waterborne passenger transportation, the
export of Alaska North Slope (ANS) oll, and the impact of the repea! of the U.S. Customs
ad valorem duty on non-emergency ship repairs in Canadian yards.

The Coalition fears that the interpretation the U.S.-Canada FTA objective listed in
Article 102(e), "to lay the foundation for further bilateral and multilateral cooperation to
expand and enhance the benefits of this Agreement,"” may eventually lead to the inclusion
of maritime and maritime-related services in the future. The Coalition has opposed this
possibility from the very beginning of these negotiations. Maritime services are essential
to national security, as well documented by the recent reports of the
presidentially-appointed Commission on Merchant Marine and Defense, and must not be
decimated under the guise of free trade, now, or in the future.

The objective of the Government Procurement Chapter, stated in Article 1301(1), is
to expand trade opportunities in government procurement "for the supply of goods and
services."” Currently, the FTA only coversthe purchase of various gecods. However, it is
conceivable that this Chapter could be expanded to include services, especiaily
cansidering Article 1307, which specifically requires the two nations to undertake
additional negotiations within one year to expand the provisions of the Chapter. The
Coalition is adamant in its opposition to the possible future expansion of this Chapter to
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the government procurement of services, particularly maritime services, The U.S.-flag
merchant fleet is highly dependent on government contracts for its survival. In addition,
the Coalition opposes, on national security grounds, the possible granting of national
treatment to Canadian or any other foreign citicens which would allow them to compete
for Military Seallft Command charters.

Another issue of concern to the Coalition is the interpretation of the Tourism Annex
to the Services Chapter. There appears to be some inconsistency in the Annex language
that could be detrimental to the U.S.-flag shallow-draft passenger vesse! fleet. Within
the Annex, tourism services includes all modes of internationa! passenger transportation
and local sightseeing, regardless of the mode of transportation. However, the Annex also
states that it does not confer rights or impose obligations relating to transportation
services that are not otherwise conferred or imposed elsewhere in the Agreement. Since
the Transportation Annex was specifically excluded, this Annex has created uncertainly
among U.S. and Canadian tour boat and small passenger vessel operators. Therefore, we
urge that the implementing legislation be carefully worded so as not to impinge upon our
nation's coastwise laws.

The Coalition also takes issue with Annex 902.5 within the Energy Chapter of the
Agreement. Particularly, we oppose the export measure which "exempts Canada frem the
prohibition on the exportation of Alaskan pil under section 7(d) of the Export
Administration Act of 1979, as amended, up to a maximum of 50,000 barrels per day."
Industry analysis bas determined that this provision will harm U.S.-flag tanker and
shallow-draft liquid bulk operators. This will result in the loss of militarily useful tankers
and trained crews necessary for national defense purposes. It is also contrary to repeated
expressions of Congressional opposition to the export of secure domestic energy supplies.
This is evermore 1mportant since the U.S. Geological Survey has recently reduced its
estimates of undiscovered domestic oil and gas reserves by 40 percent.

Furthermore, this provision establishes a dangerous precedent for future negotiations
which threatens the nation's energy independence and national security. Since the
U.5.-Canada FTA bhas been touted as a role model for GATT negotiations and a possible
FTA with Japan, other U.S. trading partners may seek similar access to our domestic oil
supplies. Therefore, the Coalition urges that the implementing language follow the oil
swap mechanism established by section 7(d) of the Export Administration Act with an
overall o1l export ceilirg of 50,000 barrels per day to Canada and emphasize that this
aliowance is a unigue provision designed for Canada only.

With these concerns in ming, the Coalition respectfully urges you to seek precise
implementing language 1n the context of the U.S.-Canada FTA that will reinforce the
exemption of maritime services from the current agreement and subsequent bilateral and
multi-lateral agreements and will prohibit the export of domestic petroleum supplies in
any future bilateral or multi-lateral agreements,
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STATE OF MINNESOTA
OFFICE OF THE GOVERNOR

ST. PAUL 55155
April 7, 1988

The Honorable Lloyd M. Bentsen
Chairman

Committee on Finance

U.S. Senate

219 Dirksen Senate Office Building
Washington, D.C, 20510-6200

Dear Senator Bentsen:

As you know the proposed Canada-U.S. Free Trade Aqreement is a strong
step toward trade liberalization between the world's two largest trading
partners. As a border state with significant Canadian heritage, Minnesota
weli understands the importance of this trade relationship.

Initial review of the proposed changes shows that a free trade agreement
witn Janada will impact favorably on Minnesota. The elimination of tariffs
on high technology products, some as high as 17 percent, will certainly
benefit Minnesota companies. Secure access to Canadian hydroelectric
power, Minnesota's main import from Canada, will be important to our future
economic growth and well being.

With the projected net benefits to Minnesota's economy, and as an advocate
of free and fair trade, I am strongly supporting this agreement. Whereas
I hope that further steps can be taken in the agricultural area in future
negotiations, we all must recognize the importance of this legislation
and the benefits it will bring.

1 am submitting for the record an article written by the Commissioner
of our Department of Trade and Economic Development. This article was
presented as our official position statement at the Durenberger-Frenzel
congressional hearing on the Canada-U.S. Free Trade Agreement held in
Minneapolis on November 11, 1987. 1 would 1like this statement of
Minnesota's support to be submitted for the official transcript of the
U.S. Senate Committee on Finance proceedings.

Sin ,

DY PERP Isgq;

Governor -
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FREE AND FAIR TRADE
A STEP TOWARD FUTURE PROSPERITY

By bavid J. Speer
Commissioner
Minnesota Department of Trade and Economic Development

The free trade agreement struck last month between the United
States and Canada was a significant event in the history of
international trade. In the face of our growing trade
deficit, we must recognize the importance of the U.S.-Canada
free trade agreement to our future economic well being.

The United States and Canada constitute the world's largest
trading partnership. Trade between the two countries totaled
$125 billion in 1986, more than Japan and only slightly less
than trade between the United States and all 12 member
nations of the European Community. Significantly, this
trading relationship accounts for 24 percent of all U.S.
exports and 70 percent of all Canadian imports.,

An improved trade relationship with Canada will certainly
benefit Minnesota. Minnesota's bilateral trade with Canada
last year totaled $3.0 billion, of which almost $1 billion
represented Minnesota exports. This means that 40,000
Minnesota jobs are tied directly or indirectly to this trade
relationship. One-third of Minnesota's foreign investment
has come from Canada, compared to 18 percent nationally.
This has created another 11,000 jobs in our state.

Minnesota business has been active in support of the free
trade initiative, There are 15 Minnesota members of the
American Coalition for Trade Expansion with Canada
(ACTE/CAN), a nonprofit organization representing a wide
variety of business interests, Several of our state's
largest corporations are represented, as are smaller
companies such as Perham Egg, and Claseman Management
Services, which represents 1,100 small businesses throughout
the region; 800 of them in Minnesota.

Credible studies on both sides of the border conclude that
the U.S. and Canada will receive significant economic
stimulus from free trade. Among these are a national study
done by the Economic Council of Canada and a regional study
done by the 49th Parallel Institute at Montana State
University. Economic analysts speak of boosts in real wages,
increased production, stimulated business investment and
industrial revitalization,

These potential benefits precisely reflect the type of
economic reform advocated by The Business Roundtable in its
June report entitled "American Excellence in a world
Economy." The Roundtable report calls for increased
productivity and cites competition as a taskmaster in that
quest. It states that we must resist the temptation to
"justify misquided policies designed to “help' American
industries compete 1in world markets." Protectionism is
simply the other side of the free trade coin.
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The report goes on to say that the United States must do
better in world competition. By offering expanded market
opportunities, sometimes competitive in nature, the
U.S.-Canada free trade agreement gives us a chance to do just
that. One step at a time, starting with Canada.

As with all ‘rade negotiations and their resulting impact on
various induscrial sectors and special interest groups, there
are advocates and opponents., And, as expected, the opponents
tead to be more vocal. But it is important to note here that
we are not calling for sweeping reform. More than 80 percent
of trade between the U.S. and Canada 1is already duty free,
and a significant portion of the remainder has a tariff of
less than five percent,

Wwith that in mind, let's look at two areas of opposition to
the free trade agreement: energy and agriculture.

On the energy side, free and open energy trade would be
established between the two countries. The United States
would have access to Canadian energy in a tiine of scarcity
and more Canadian hydro power would be sold southward. On
our side of the border, there is opposition from states with
coal and petroleum resources.

Let's look at the broader picture from the U.S. side.
Minnesota, for example, currently imports almost $90 million
per year of Manitoba hydro power. The enormous James Bay
hydro electricity project in Quebec exports a significant
amount of energy to northeastern states. Hydro power is
plentiful, environmentally sound, and 1is generated from a
renewable resource. 1It's a sound example of comparative
advantage, and Americans reap the benefits in a number of
ways. One 1is in affordable energy for our homes and
businesses (the cost of electricity in Minnesota is among the
lowest in the nation). Another 1is that we are consuming
electricity produced by a non-polluting source, an argument
which pays for itself in spades on the acid rain issue.

In Canada the opposition comes from those who hold that
Canada is surrendering its right to decide unilaterally ho"
it will administer its energy resources in times of scarcity.
But the provision for shared energy in times of scarcity
already exists for o0il supplies through the 1International
Energy Accord, to which Canada is committed.

The bottom line is that Canada will be a reliable supplier if
the U.S. is a reliable customer. Given all the benefits, it
ig difficult to argque with the logic of having this kind of
relationship with our neighbor to the north.

In the agricultural area, there are pockets of opposition on
the U.S. side. Among them are the hog producers, meat
packers, and corn producers, where the impact of market
changes can be particularly sensitive. But we have
negotiated improved market access in the area of processed
foods which will benefit our food processors across the
board. These are companies large and small, with new
potential for job creation in value-added manufacturing areas
to help stabilize our rural economy.
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Additionally, both countries retain their right to apply
countervailing duty and anti-dumping laws. This means that
justifiable protection can still be accorded to agricultural
producers. Existing countervailing duties on hogs and corn
will remain in place. This is a very important component of"
the proposed agreement. It recognizes sensitive issues and
deals with them fairly.

The most important part of the agricultural section of the
free trade agreement text, however, foreshadows what is the
most significant, yet seldom discussed component of the
agreement, The two countries have agreed that their primary
goal is to achieve, on a global basis, the elimination of all
subsidies which distort agricultural trade. We would work
together to achieve this goal. This strategy would include
multilateral trade negotiations, such as the Uruguay Round of
the GATT.

This 1is important. The rest of the world is watching the
progress of our proposed trade agreement with Canada because
it will make a strong statement about what can be expected of
us in coming years in the area of trade liberalization. It
predicts how the United States and our bilateral trading
partner will approach free and fair trade in the future,
working together as a stronger force 1in multilateral
negotiations.

In summary, we have two unusual opportunities here. First is
the chance to enhance our trade relationship with Canada and
practice adjusting to trade liberalization changes. Second,
and perhaps more important, is the chance to send a powerful
signal for well conceived trade 1liberalization and against
protectionism that will serve our two countries well in
future trade negotiations.

Our role at the state government level is to make sure the
fundamental issues at stake in the U.S.-Canada free trade
agreement are not missed. We must spread the word that what
is proposed is free and fair trade, not an open market
free-for-all. what we are promoting is a very thoughtfully
drafted "contract” with our best trading partner and a strong
step in the direction of global free and fair trade.

Oon the U.S. side, the agreement will be signed by President
Reagan in early January, and it will then be up to Congress
to decide its fate. But Americans of all political stripes
are generally open to intelligent arguments well made, and
there are compelling ones tied up in this agreement. This
pending legislation deserves our support.

-END-
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MOTOR & EQUIPMENT MANUFACTURERS ASSOCIATION

PREPARED STATEMENT REGARDING THE IMPACT OF U.S.-CANADA FTA
ON THE U.S. MOTOR VEHICLE PARTS MANUFACTURING INDUSTRY

Submitted to the
SENATE COMMITTEE ON FINANCE

March 24, 1988

The Motor and Equipment Manufacturers Association (MEMA)
appreciates the opportunity to present its views to the
Senate Committee on Finance regarding the impact of the U.S.-
Canada Free Trade Agreement (FTA) on the U.S. motor vehicle
parts manufacturing industry. '

MEMA, founded in 1904, is the oldest continuous trade
association in the motor vehicle industry. Today, MEMA is
the trade association representing and serving the interests
of U.S manufacturers of motor vehicle parts and components,
accessories, chemicals and compounds, and related equipment.

Canada is by far our largest export customer, importing
more than $13 billion worth of U.S. motor vehicle parts and
accessories in 1986. In turn, the United States imported
over $9.4 billion in parts and accessories from Canada in
1986. Based on part-year data, this trend continued in 1987.

U.S. export data, which are subject to undercounting,
show a less favorable pattern of trade when combined with
U.S. import data, but still indicate a very healthy bilateral
parts trading relationship. It is in the interests of both
countries that this relationship continue to prosper.

The FTA contains some positive features for our
industry, including a phased reduction of Canadian tariffs on
replacement parts for motor vehicles and the elimination in
1989 of Canada's duty remission on exports to the United
States.

on balance, however, the FTA is a major disappointment
for the U.S. motor vehicle parts industry. We do not believe
it will do much to promote the long-term international
competitiveness of the U.S. motor vehicle parts industry.
Moreover, we lost a very good opportunity during the final
stage of the negotiations to develop a much better agreement.

Provisions affecting automotive trade, which accounts
for one-third of total U.S.-Canada trade, are a central part
of the overall agreement. They therefore deserve very close
scrutiny by all members of this Subcommittee and the full

Congress.

While no industry should expect the FTA to address all
of its concerns, this agreement has a critical shortcoming:
the rule of origin which will determine eligibility for
tariff reductions on motor vehicle and parts trade covered by
the FTA. The agreement includes only a 50 percent
requirement, rather than the 60 percent level recommended by
a very broad cross-section of U.S. znd canadian parts and
vehicle manufacturers.
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During hearings before the House Trade Subcommittee on
February 9, Ambassador Yeutter confirmed that the U.S.
Government offered, and the Canadian Government rejected, a
60 percent rule of origin. We continue to question the
political and economic wisdom of this decision, and hope
fgture discussions between our governments will reverse the
mistake.

By rejecting a 60 percent rule of origin, Canada
shortchanged vehicle parts producers throughout North
America. The 50 percent rule in the FTA is inadequate,
because it does not sufficiently promote the long-term
competitiveness and prosperity of U.S. and cCanadian parts
manufacturers.

us [e] () e e

We believe a stronger rule of origin is essential to
make the FTA a useful agreement from the standpoint of the
U.S. parts manufacturing industry. Our industry is quite
diverse, but is broadly unified behind achieving a 60 percent
rule of origin.

There are several reasons why a 60 percent rule of
origin is so important to U.S. parts manufacturers.

First, it would encourage a more rapid increase in
purchases from U.S. parts suppliers by Japanese, Korean, and
other third-country vehicle producers. In particular, it
would give these producers greater long-term incentives to
expand purchases of U.S.-made engine, transmission, and other
high-value-added, advanced technology components.

This business is of strategic importance to U.S. parts
manufacturers who are trying to develop long-term commercial
relationships with manufacturers of foreign-brard vehicles in
North America and overseas. As so-called "foreign
transplant" vehicle production grows in North America, U.S.
parts manufacturers must get their foot in this door or risk
a serious decline in overall sales.

It is important to note that a 60 percent rule of origin
is consistent with the announced plans of these transplant
manufacturers to expand investment and purchases in North
America. We think it will accelerate progress in this
direction, by reinforcing the economic signals provided by
more favorable dollar exchange rates.

Second, a 60 percent rule of origin also would foster
more procurement by traditional ©North American vehicle
producers from U.S. and Canadian rather than third-country
parts manufacturers. This proposal would not jeopardise the
international competitiveness of U.S. Big Three producers or
their Canadian counterparts, which accepted it as a
reasonable requirement for the agreement. during the final
stages of the FTA negotiations.

Third, a stronger rule of origin would partially offset
existing incentives to increase use of third-country
components, such as foreign-trade zones, the GSP program,
tariff provisions 806/807, and multilateral duty-free
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sourcing privileges which Auto Pact members in Canada will
retain indefinitely under the terms of the FTA.

Finally, a 60 percent Eg;ij_Amgxiggn rule of origin
would improve the long-term balance in-U.S. and cCanadian

benefits from the FTA, ir view of continuing cCanadian Auto
Pact safeguards and only gradual phase-out of Canadian duty
remission schemes.

MEMA recognizes that there are other provisions in the
FTA affecting the U.S. motor vehicle parts industry which are
of concern or fall short of original expectations.

We have chosen to emphasize the need for a 60% rule of
origin because we believe it has greater commercial value to
U.S. parts manufacturers, particularly over the longer term,
than other changes which have been proposed. These other
suggested changes include elimination of Canada's Auto Pact
safequards and a more rapid phase-out of its rema1n1ng duty
remission programs.

Beginning in January 1982, all U.S. imports of motor
vehicles and parts from Canada will be subject to the rule of
origin requirements of the FTA. U.S. Auto Pact members will
continue to be eligible for duty-free treatment if they meet
the revised rule of origin in the FTA. Assemblers of
foreign-brand vehicles in both the United States and Canada
will be required to meet the same rules of origin to benefit
from the phased elimination of bilateral tariffs under the
FTA.

Thus, a stronger rule of origin provision is essential
to ensure short- as well as long-term benefits to U.S.
producers from the agreenment.

In conclusion, MEMA urges this Committee and other
members of Congress to take an active interest in improving
the automotive provisions of the FTA. The United States and
Canada both have a very great stake in ensuring that the FTA
promotes a healthy, efficiently integrated North American
parts production base and expanding market for automotive
products.

The FTA currently does not move far enough in this
direction. If approved in its present form without a clear
statement of U.S. Government intent to seek near-term
improvements, Canada is wunlikely to work with us to make
necessary changes.

If Canada remains unwilling to modify its position on a
60 percent rule of origin before the FTA takes effect, we
urge Congress to provide language in implementing legislation
to require further bilateral consultations to seek this
objective. Such discussions should begin as soon as possible
after the FTA comes into force.

Section 1004 of the FTA provides a possible framework

for both future industry-to-industry and government-led
consultations to refine the Agreement.

91-520 - 89 - g
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This section calls for the establishment of a "“select
panel" of experts to examine evolving conditions within the
North American motor vehicle industry and propose public
policy measures and private initiatives to improve its
competitiveness. The FTA does not, however, provide guidance
regarding the composition of this panel, its agenda, or a
timetable for discussions.

At a minimum, we believe Congress, though FTA
implementing legislation, should provide a clear mandate for
this select panel. We recommend that the panel be given a
one-year (January 1990) deadline for completion of initial
recommendations to the President concerning ways to enhance
the automotive provisions of the FTA. A stronger North
American rule of origin should be identified by Congress as
one of the principal issues for its review.

In addition, and of equal importance, we propose that
congress grant the President authority to strengthen the rule
of origin provisions in the FTA through administrative action
if canada consents to such a change. We understand that the
Canadian Government already has the authority to make this
type of modification by regulation.

Adoption of a 60 percent North American rule of origin
will greatly expand the benefits of the FTA to the U.S. motor
vehicle parts industry and will broaden support for the
agreement. MEMA urges further efforts by the Administration
and Congress to achieve this important objective.



ational Association of Wheat Growers

/ 415 Second Street, N.E., Suite 300, Washington, D.C. 20002, (202) 547-7800

4 March 25, 1988
£

Honorable Hond Bentsean

Chai ‘®an .

Senate Committee on Finance

Washington, D.C. 20510

Desr Mr. Chairman:

Pursuant to the Committee's call for written comments to accompany its
March 17 hearing on the U.S.-Canada Free Trade Agreement, the Natioanal
Asgsociation of Wheat Growers respectfully requests that this letter be
made a part of the record. We commend the Committee for its timely and
thorough consideration of the FTA, especially at a time when your other
pressing business puts time at such a premium,

Vheat farmers have had serious concerns about some particular
provisions of the FTA. Briefly, we believe there 1s a lack of balance in
the Agreement's wheat provisions that raises serious questions whether the
FTA might put U.S. farmers at a substantial and unnecessary disadvantage,
vis-a-vis farmers in Canauda. Specifically, we question the wisdom of an
agreement that allows the Canadian border to remain, in the short teram,
essentially closed to imports of wheat or products of wheat, uotil
"support levels” are equalized based on a formula whose methodology is, to
say the leaat, controversial. We also believe it is unfortunate that U.S.
negotiators agreed to allow Canadian rail transportation subsidies to
remain in place for shipments of grains through Thunder Bay (similar
gubsidies will be eliminated for shipment through western ports, but wheat
generally does not move from Canada to the U.S. by this route). Finally,
it would appear that new obstacles to the use of Section 22 import
restraints are raised by the FTA, inasmuch as a new condition for such
restraints (a significant increase in imports as a result of a substantial
change in the support programs of either country) is introduced .

If the FTA is approved, it seems to us that control over the volumes
of Canadian wheat shipped to the U.S. will be largely in the hands of the
Canadian Wheat Board, the quasi-government monopoly that controls exports
of that country's wheat. This is the case because the CWB has the power
to utilize transportation subsidies and differential pricing, and change
the status of export permits so that, for instamce, individual Canadian
farmers might be authorized to export {nto border states. In addition,
the restraining influence of the U.S. Section 22 import law, which has not
been invoked for many years but whose presence in U.S. law has acted as a
brake on surges of Canadian shipments, could be less 1 facter under the

FTA.
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Honorable Lloyd Bentsen . Page 2

To some degree, the effects of the FTA are speculative because of
considerable ambiguity in some porticns of the final text. There is, for
example, no firmly agreed interpretation of the precise manner in which
the Section 22 provisions would be administered, so far as we can tell.

We believe there are significant possibilities for clarifying this and
certain other ambiguities in the lmplementing legislation and in
legislative history. We have met with officlals of the Administration to
suggest ways in which such clarification could occur without in any way
violating the final text of the Agreement. These discussions continue,
and in the same way we have presented our ideas to the staff of the
Committee for their coansideration.

We would welcome the opportunity to talk further about these matters
with you or your staff, or to provide any further information that might
be useful. With thanks for your consideration, I am

Sincerely,
S
¢S e PR T
Frank ‘Johannsen

President
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STATEMENT

- of the

NEW ENGLAND FUEL INSTITUTE
and the
INDEPENDENT FUEL TERMINAL OPERATORS ASSOCIATION

Washington, D.C.
April 22, 1988

The New England Fuel Institute ("NEFI") and the Independent
Fuel Ter: inal Operators Association ("IFTOA") hereby submit this
statement to the U.S. Senate Committee on Finance concerning the
energy provisions of the U.S.-Canada Free Trade Agreement. NEFI
is an association of more than 1,300 independent fuel oil
marketers throughout New England. These firms own no crude oil
production, refineries or pipelines. Many are small and family
run enterprises. Together, they deliver more than 8> percent of
the No. 2 home heating oil delivered in New England at the retail
level and 85 percent at the wholesale level. 1IFTOA is an
association of 19 companies which own and control pecroleum
product terminals from Maine to Florida capable of receiving
ocean-going tankers. None is affiliated with a major integrated
0il company. Members of the Association are also independent
marketers of No. -2 fuel oil, No. 6 fuel oil, gasoline and other
petroleum products.

I. Introduction

NEFI and IFTOA (collectively the "independent marketers")
generally support the principles of free trade and the concepts
embodied in the U.S.-Canada Free Trade Agreement ("FTA").
However, this Agreement was negotiated under extreme time
pressures and, in certain respects, without regard to the
implications of some of its provisions on American companies and
consumers. As marketers we are specifically concerned about the
effects of the provision that would exempt Canada from any future
U.3. oil import fee.

Although an oil import fee is opposed by this Administration
and by many members of Congress, many others have proposed and
endorsed the concept. In addition, the Department of Commerce is
currently considering, pursuant to Section 232 of the Trade
Expansion Act, whether an import fee or other restriction on
petroleum imports is necessary to eliminate any threat to U.S.
national security. Therefore, despite NEFI and IFTOA’s strong
opposition to an oil import fee, realism requires a recognition
that an oil import fee at some point in the future is a
possibility. Our concern is heightened by the permanent duration
of the FTA.

II. The Agreement Recognizes the Likelihood of Distortions

The concern of independent marketers stems specifically from
Section 907 of the FTA, which prohibits either party from
maintaining or implementing a measure restricting imports of
energy from the other party. As a result of this provision, if
the U.S. imposes an oil import fee at any time in the future, for
budgetary, trade or security purposes, Canada must be exempted.
In such ci.cumstances, Canadian exporters of petroleum products
would enjoy a major competitive advantage over U.S. firms, and
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could flood portions of the U.S. market with products exempt from
the import fee. This action could significantly injure U.S.
marketers and permanently impair the competitive viability of the
independent petroleum marketing sector.

The FTA recognizes that distortions may be caused by the
imposition of an import fee. Section 902.4 of the FTA specif-
ically provides that either party may initiate consultations
"with a view to avoiding undue interference with or distortions
of pricing, marketing, and distribution arrangements." However,
the Agreement provides for no time table for resolving such
interference and/or distortions through the consultation process.
Moreover, consultations may not be initiated until after "either
party imposes a restriction on import of an energy good".
Accordingly, unless these procedures are expedited, distortions
and interference will be created and could permanently impair
competition in U.S. markets before any remedy is agreed to.

III. Distortions Are Likely To Occur

The likelihood of significant distortions is not remote.
Both the level of any possible import fee and the current and
potentially available Canadian refining capacity make possible a
massive interference in Northeast energy markets.

First, oil import fees have been proposed of $5 and $10 per
barrel. Even at the lower of these levels, an exempt Canadian
refiner/supplier would enjoy a 12¢ per gallon competitive
advantage over all other suppliers to the Northeast. Clearly,
this advantage would exist over all importers of non-Canadian
products. But the advantage would also exist over domestic
suppliers because the import fee would increase the price of
domestic crude oil by approximately the level of the fee.
Therefore, costs of domestic refiners would increase to
approximately the marginal cost of U.S. crude oil imports.

A wholesale price advantage of 12¢ per gallon is enormous in
the competitive marketplace. Wholesale suppliers regularly
operate on margins of 2 to 3¢ per gallon or less. A cost ad-
vantage of 12¢ per gallon would give Canadian suppliers the
option of undercutting all other independent suppliers by a
substantial amount and thereby taking market share from those
suppliers, or increasing its price to the level of the suppliers
affected by the import fee and reaping huge profits. More
likely, a Canadian supplier would use a combination of both
strategies, that is, it would substantially undercut other
suppliers to the U.S. market but at the same time significantly
increase its profits. This strategy would be very simple to
accomplish if an import fee were imposed in the U.S. and there
were no restrictions on Canadian impc *s.

Second, there is sufficient surplus and mothballed eastern
Canadian refining capacity to permit Canadian sunpliers to wreak
havoc on the Northeast market. 1In the period January through
September 1987 approximately 337,000 barrels per day of capacity
in eastern Canada was not in operation. In addition, since 1981
approximately 472,000 barrels per day of refining capacity has
been shut down. Without suggesting that all of this capacity
could be rehabilitated, these levels demonstrate that substantial
increased volumes of Canadian products could be import? into the
U.S. Northeast if significant price distortions exist.

IV. Recommendation: A Clarifying Statement or Understanding

Independent marketers believe that the mechanisms
established in the FTA must be clarified and strengthened to
avoid a result that would injure the domestic petroleum markets
of both the U.S. and Canada.
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IFTOA and NEFI support a clarifying statement of legislative
intent or an understanding between the U.S. and Canada that
defines more specifically what the consultative process inc- .ued
in Section 902.4 is designed to achieve if an import restriction
is imposed, and how quickly a solution must be fashioned.

The consultations should be directed toward a goal of
protecting competition, and with a specific time frame so that
agreement is reached promptly and distortions are avoided. The
goal should be to avoid any significant changes in distribution
patterns that result solely from U.S. imposition of an oil import
fee.

One mechanism that can avoid such distortions is a gquanti-
tative restriction on the volume of petroleum products and
natural gas that can enter the U.S. on a fee free basis. Another
effective mechanism is an export tax imposed by Canada, which
would serve to counter the effect of the exemption from the oil
import fee.

IFTOA and NEFI specifically recommend that a legislative
clarification specify a period of 60 days after initiation of
consultations for the parties to agree on a mutually acceptable
mechanism designed to avoid competitive distortions. If the
parties do not reach agreement within 60 days, a mechanism to
protect competition would be established by binding arbitration,
within 30 days, pursuant to Article 1806 of the FTA. Addition-
ally, this clarification should state that consultations would
begin, following a request by either party, as soon as either
party cgysidered the imposition of a restriction on imports as
likely. Thus, consultations would begin before the imposition

of the import fee.

This clarification would direct the consultations toward a
prompt and effective remedy that would avoid distortions in
either country’s energy markets. However, this change would not
limit the flexibility of U.S. or Canadian officials participating
in the consultations to arrive at an appropriate and workable
remedy, that properly reflects conditions at the time.

ITI. Conclusion

NEFI and IFTOA are seriously concerned about the effects on
Northeast U.S. energy markets resulting from the exemption of
Canada from any future oil import fee. The problem is
hypothetical, but not remote. It was recognized by the
negotiators of the FTA, who established a consultation mechanism
to avoid distortions. However, this mechanism is inadequate.

The problem can be resolved within the framework of the already
negotiated FTA by inclusion of a simple legislative clarification
that will guarantee a timely and effective result to these
consultations, which are designed to avoid distortions created by
imposition of a U.S. o0il import fee. The clarification would
require these consultations to establish a mechanism to avoid

istortions within 60 days. This clarification will help a great
deal to avoid distortions in the energy markets of both the U.S.
and Canada.

L In January - September 1987, the total level of product
imports from all of Canada was only 121,000 barrels per day.

2/ Reccmmend legislative language implementing the
clarification is included as A .chment A.



Attachment A

LEGISLATIVE LANGUAGE PROPOSED
FOR FREE TRADE AGREEMENT

Section 232 of the Trade Expansion Act, 19 U.S.C. §1862 is
hereby amended by adding the following new subsection (f):

(f) If a fee is imposed on imported oil, pursuant to this
section or otherwise, Canada shall be exempt subject to the
provisions of Article 907 of the Canada-United States Firee Trade
Agreement. However, the United States shall request consulta-
tions under Article 902.4 of such Agreement to avoid distortions
1n pricing, marketing and distribution arrangements as soon as
the U.S. Trade Representative determines that an oil import fee
1s likely to be imposed and, in no event, more then seven days
after such action by the United States. Consultations shall be
conducted expeditiously, with a view to establishing a mutually
acc .table mechanism designed to avoid distortions, within 60
days. If no mechanism is agreed to within 60 days, the matter
shall be referred to arbitration, pursuant to Article 1806 of
such Agreement. Such arbitration shall establish a mechanism
designed to avoid distortions, and protect and enhance
competition, within 30 d- 's.
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PRIORITIES IN U.S. TRADE LEGISLATION

RECOMMENDATIONS OF THE
NATIONAL FARMERS UNION

Submitted to the
U.S. SENATE COMMITTEE ON FINANCE
Washington, D.C., MARCH 17, 1988

On March 9, on the final day of the 86th co.vention of National Fanners Union held at
Albuquerque, New Mexico, aelegates adopted a 1988 Policy Statement In which significant
recommendations were made regarding agricultural trade.

Article Iil, INTERNATIONAL COOPERATION AND THE FAMILY FARM. tncludes a Sectlon
D. Priorities in U.S. Trade Legislation, which addresses itself to the three principal trade
measures which are of major consequence to American agriculture. Section D Is appended as

EXHIBIT A to this statement.

As you will note from examining Section D, Farmers Unicn believes that Trade and
Intemnational Economic Policy Reform Act, H.R. 3, S. 490. , S. 1420, should have the top priority
and the Textile and Apparel Trade Act, H.R. 1154, should also have early attention.

Both of those measures merely seek to create a level playing fleld for international trade. It
is demagoguery at its worst for anyone to label these "protectionist” measures. Those who do so
are engaging In duplicity and, whether they acknowledge it or not, are in complicity with the
gtveaway of American farm markets and U.S. jobs.

The Textile and Apparel Trade Act, in fact, assures other trading partners they will share in
the growth of the U.S. market.

It is the view of Farmers Union members that both the Trade Reform Bill and the Textile
Bill must be approved by Congress and signed by the President before the U.S./CANADA FREE
TRADE ARRANGEMENT (FTA) §s taken up for consideration. -

Before commenting on the provisions of the draft treaty. we need to point out that there is a
fundamental error in attemgpting to deal on a bilateral basis with trade problems which should
be handled on a multilateral ieve.

The undeﬂ‘ymg problern in world agricultural commerce {s not access tc markets, but
debased prices far below any acceptable level in relation to costs of production of efficlent
producers. It is not possible to address the price problem in bilateral negotiations. Rather, talks
need to be in a global context with producing and importing countries fairly represented.

The Farmers Union has made a close examination and careful study of the draft of the Free
Trade Arrangement and we find it totally unacceptable in its present form.

As many as ten substantive changes would have to be made in the treaty and the best course
therefore would be for Congress to send it back for renegotiation. Unless the suggested deletions
which follow are made, the treaty siiould be rejected.

Our objections to the Treaty follow:

The mos! {ll-advised and damaging provision occurs in Article 701(1) which places the U.S.
Congress and the Canadian Parllament on record supporting Fresident Reagan's proposal to
phase out all fartn programs in all countries within ten years.

Article 701(1) declares:

"The parties agree that their primary goal with respect to agricultural subsidies is to
achieve, on a global basis, the elimination of all subsidies which distort agricultural trade, and
the parties agree to work together to achieve this goal, including the multilateral trade
negotiations such as the Uruguay Round."

While this statement refers to agricultural subsidies, the term Is interpretted abroad in
such a distorted sense that it applies to all farm programs.

Proof of that can be seen in the Treaty itself. Annex 705.4, Schedules 1 and 2, list U.S. and
Canadian programs which presumably can be judged to be subsidies.

Schedule X lsts the following U.S. programs:
1. Payments of the Commodity Credit Corporation.

2. CCC Storage payments, Farmer Owned Reserve and Special Producer Loan Storage
Program.



3. Conservation Reserve

6. CCC Loan Forfeiture Benfits.

7. Price Enhancing Aspects of Government Programs, such as the Export Enhancement
program.

8. Advance

9. Crop Insurance Programs.

10. Government Service Programs for Agriculture, Including grain inspection, research,
extension services programs, hrrigation programs, inland waterways programs, conservation
programs, ASCS, market news, standards and grading programs and targetted export assistance.

11. CCC Commodity Loans.

12, State Budget out’ays.

13. Farm Credit Programs.

Schedule 2 lists the following Canadian programs:
1. Direct

2. Payments under the Western Grain Stabilization Act.

3. Payments pursuant to the Special Canadian Grains

4. Stabilization Payments made by Provincial Governments.

5. Income foregone adjustments.

6. Expenditures of the Canadian Grain Commission.

7. Wheat Board Poal Deficit (wheat, oats and barley).

8. Domestic Wheat Pricing.

9. Domestic Price Gap: Oats and Barley.

10. Advance Payments.

11. Crop Insurance.

12. Western Grain Transportation Act.

13. Prairie Branch Line Rehabtlitation Program.

14. Research Expendttures.

15. General Support Programs of the Federal Government.

16. General Provincial Government Expenditures for Agriculture.
17. Farm Credit Programs.

It might be suggested by some that all t'¢ above programs and activities are not subsidies,
but if they are not, why are they inchuded in the draft treaty in the first place?

The attack on domestic faxm programs of sovereign nations is clearly expressed in
declarations of the U.S. Administration, as indicated ir: EXHIBIT B, attached.

Article 701(3) declares that "netther Party shall introduce or maintain any export subsidy
on any agricultural goods originating in, or shipped from, its territory directly or indirectly to
the territory of the other Party.

This is significant because when Canada . tn 1986, trnposed a 65¢ a bushel duty on tmported
U.S. comn, it did so on the basis that feed grains target payments were an export subsidy. That
levy is still in force, now at a 46¢ a bushel rate.

Article 701(3) declares that "neither Party . . . shall sell agricultural goods for export to the
territory of the other Party at a price below the acquisition price of the goods. plus any storage,
handling or other costs.” Yet, below cost is not well deflned and could be the source of endless
disputation,

Article 701(4) declares that each Party should avoid subsidized exports to third countries if
such practices would have prejudicial effects on trade of the other Party. If strictly interpretted,
this provision could hamper if not end, competition for markete.

Article 704 makes the U.S. Meat Import Acts of 1964 and 1979 inapplicable to trade
between the U.S. and Canada.

Article 708(1) provides that the current Canadian tmport licenses could be lifted on U.S.
wheat, barley, oats and products, ff the U.S. subsidies on such products are equal to or less than
the Canadian su

Article 707 allows Canadian products containing 109 or less of sugar, by dry weight, to be
tmported without duty. There is no limit on import of other sweeteners in combination with
sugar.

Article 800 makes several concessions to Canadian energy interests, which would put U.S.
tndustries (oil, natural gas, coal and uranfum) at a disadvantage and act as a distncenttve to U.S.
exploration and drilling.
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Article 1804 provides that judictal review of antidumping and countervalling dity
dcle;:;imucl:émbeby a;gcreogrbi;t;x%ouns (st.;:;r as the U.S. Court of International Trade and other
cou wou rep itration by a supra-national panel of five political appointees of
the U. S. President and the Canadian prime minister. pe ppo

Article 401(1) provides that "neither Party shall increase any existing customs duty, or
introduce any customs duty. on goods originating in the territory of the other Party." This has
the effect of nullifying Section 22 of the Agricultural Act of 1935, which allows U.S. restrictions
on imports when they interfere “vith the conduct of domestic farm stabilization programs.
Section 22 is recognized under GA.IT since it predates the GATT pact. Any change in Section 22
or cnbss:ermmad i tion should be conridered by Congress on its own merits, not as part of a bill under
a .

In conclusion, each one of the above Articles needs to be deleted before further
consideration of the Treaty procec.ds.

EXHIBIT A
D. PRIORITIES IN U.S. TRADE LEGISLATION

The U.S. Congress has before it two major pieces of trade legisiation — H.R. 3, the Trade
and International Economic Policy Reform Act, and H.R. 1154, the Textile and Apparel Trade
Act. A third major trade measure, the U.S./Canada Free Trade Arrangement (FTA) is stiil to be
submitted to Congress for action later {n the session.

The debate about trade bills has been distorted by charges that a particular bill or
particular provision is "protectionist.” This is unfortunate when the criticism is leveled at a
bill or section which merely insists upon fair trade or a level playing field. Such is the case
with H.R. 3 and H.R. 1154. The latter, in fact, allows other trading nations to share in the
growth of the U.S. market.

The Trade Reform Bill and the Textile Bill should be approved by Congress and signed by
the President before any action is taken on the Free Trade Arrangement.

Over the years, Natlonal Farmers Union has studied the merits of a North American
Common Market or a Common Market with the Pacific Rim nations. The proposed
U.S./Canada pact is not satisfactory in its-present form, and we, therefore, recommend that
Congi:ss send it back of renegotiation. Unless several objectionable provisions are deleted. we
would have to recommend the eventual rejection of the treaty.

The most {ll-advised and damaging provision of the treaty Is the section which endorses
the Reagan proposal in GATT to eliminate all farm programs (n all nations within 10 years.

The language both in the U.S./Canada pact aid in the Uruguay Round of Trade Talks
attacks "agricultural subsidies which distort trade" but, in effect almost all government
activitles are Interpretted as such subsidies. Subsidies include CCC payments, storage
payments, the farmer-owned reserve, acreage reduction requirements, export enhancement
and promotion, crop insurance, extension services, irrigation programs, inland waterways,
conservation programs, commodity loans and credit services.

The treaiy would nullify Section 22 of the Agricultural Act of 1935 which empowers the
U.S. to act against imports which interfere with the conduct of U.S price support operetions.
The treaty would also make inapplicable between the two nations the U.S. Meat Import Acts of
1964 and 1979.

The treaty would put American grain growers and energy producers at a disadvantage.

Basically, the treaty makes a fundamental error tn attempting tc deal on a bilateral basis
with trade problems which should be handled on a multilateral basis.

The underlying problem in world agricultural commerce is not access to markets but
debased prices. It is not possible to address price problems in bilsteral negotiations. Talks
need to address price levels and, therefore, must be in a global arena with both exporting and
importing nations fairly represented.
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EXHIBIT B

REAGAN ADMINISTRATION STATEMENTS ON AGRICULTURAL
OBJECTIVES IN THE URUGUAY ROUND OF TRADE TALKS

The U.S. proposal to end all domestic farm programs in all nations within ten years is
clearly spelled out in the governmental declarations. Emphasis is added by underiining in some
instances below:

The major U.S. objectives for agriculture once the multilateral trade negotiations are
officially opened are:

1. to freeze the present level of export subsidies used in agricultural trade and to phase out
the use of these subsidies over time,

2. to stop the growth of new barriers to agricultural trade and to phase out nontariff
barriers that now exist,

3. to achieve greater harmonization of international food and plant and animal health
regulations in order to facilitate greater international trade, and

4. to improve the dispute settlement process under GATT, so that once trading nations
have agreed on better rules, there can be assurance that they will be applied consistently and
dependably.

—Source: USDA /FAS Fact Sheet

AGRICULTURE IN THE URUGUAY ROUND

The United States has proposed the elimination of all policies that distort world agricul-
tural production, prices and trade. Since domestic farm programs and trade policy are
fundamentally bound together,

Many countries use a variety of policy measures that subsidize production or raise prices
to consumers. These measures inciude tariffs, import quotas, variable fmport levies, export
substdies, price supports, direct government payments based-on output levels, paid land
diverstons, production or tnput quotas, and subsidies for storage and inputs such as fertilizer,
credit, insurance, fuel and transportation.

In most wealthy nations, where agriculture is a small part of the economy and generally
has been heavily subslidized, farm programs have become increasingly distortionary, leading to
higher farm prices relative to world prices, more restrictive import barriers, and increased
government subsidies.

The most serious distortions and barrfers related to intemational agricultural trade are
caused by domestic programs in the industrialized countries that transfer income from
consumers and taxpayers to owners of agricultural resources.
particularly difficult to include them in international negotiations.,

In July 1987 the United States put forward a GATT proposal on agriculture . . . those
§! 1al 113 O ] dlional Lrag i1 aing o Du

(I

-—Source: ECONOMIC REPORT OF THE PRESIDENT., February, 1988
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STATEMENT
OF

ALBERT E. POPE
PRESIDENT
UNITED EGG PRODUCERS

AND
UNITED EGG ASSOCIATION

Mr. Chairman, Members of the Subcommittee, I am Al Pope,
President of the United Egg Producers and the United Egg Associa-
tion. The United Egg Producers is a federation of regional
cooperatives representing the majority of egg producers. UEA
represents egg processors located throughout the United States.
I appreciate this opportunity to share with the subcommittee the
concerns of U.S. egg producers and processors regarding the
Canadian Free Trade Agreement.

The egg industry supports the Administration's commitment to
a free trade philosophy, but we respectfully point out that free
trade, as an ideal or an actuality, cannot be achieved by forcing
U.S. egg producers and processors to endure trade practices that
have a detrimental impact on the domestic egg industry.

One such practice arises from the operation of the Canadian
egg sup?ly management program. The Canadian Egg Management
Agency ('CEMA") controls flock size and production and purchases
shell eggs from licensed shell egg producers at artificially high
prices. Surplus shell eggs are subsequently sold at less than
acquisition cost for processing as egg products. Such egg
products are, in many cases, then exported to the United States
where they depress domestic egg product prices despite the
present tariff.

Under the Agreement, Canadian egg processors will have free
access to United States markets with subsidized surplus egg
products. Article 401:2(c) of the Free Trade Agreement elimi-
nates tariffs from both the United States and Canada in ten equal
annual stages over the next ten years. However, Article 706
allows Canada to maintain quantitative import restrictions on
shell eggs. While the overall Canadian import quota is increased
to 1.657 percent of the Previous year's domestic shell egg
production, this 'increase" only reflects the annual average
level of actual shipments over the past five years. Accordingly,
access to the Canadian shell egg market remains restricted -- to
accommodate the supply management system -- while the U.S. market
will be completely open to subsidized surplus Canadian egg
products.

This is particularly true for surplus egg yolks. With the
recent expansion of worldwide demand for dried albumen, Canadian
egg processors are disposing of increasing amounts of subsidized
surplus egg yolks into the U.S. market. U.S. processors also
compete for the world albumen market. For every pound of dried
egg albumen produced, three pounds of dried egg yolk are left for
disposal. U.S. markets are already burdened with domestic
surplus supplies. In calendar year 1987, 3,823,295 pounds of e
yolk products were imported from Canada, whils only 160.6%5
pounds of whites (frozen and dried) were imported during that
same period.
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Article 701:3 prohibits either government or a public entity
which it has established or maintained, from selling agricultural
goods for export to the territory of the other party at a price

elow the acquisition price of the goods plus any storage,
handling or other costs incurred. It would appear that Arti-
cle 703:3 was intended to prohibit the practice of exporting
subsidized surplus Canadian egg products to the United States.
However, we want to make certain that private egg processors who
purchase eggs from CEMA will be prevented from selling the
resulting egg products to the U.S. at less than the acquisition
cost, plus storage, handling or other costs incurred.

This is particularly important to U.S. egg producers and
processors because the bilateral commission dispute procedures
provided by the Agreement appear to be no better -- and possibly
worse -- than the current expensive, time consuming and often
times ineffective remedies under the anti-dumping and counter-
vailing duty laws or GATT procedures. Under these circumstances,
the Agreement would continue to disadvantage U.S. egg processors
with little or no adverse impact upon Canadian processors.

Another area of concern to U.S. egg processors is the
potential abuse of the free access of Canadian products to the
U.S. market by permitting Canadian processors to buy foreign
surplus eggs, process and sell them at reduced prices into the
U.S. market. Canadian processors should not be permitted to sell
foreign product in the U.S. market that would not be permitted in
their own market. We would like assurances that the rules of
origin in the Agreement will protect the U.S. egg industry from
such practices.

U.S. egg producers and processors as an industry, fully
support free trade with Canada so long as they are treated fairly
and allowed to compete equitably with our Canadian counterparts.
The Agreement provides no additional incentive for Canadian egg
producers to balance the supply and demand of eggs and egg
products produced in Canada. As tariffs are reduced and elimi-
nated over the course of the Agreement, we fear that more U.S.
jobs will be exported as subsidized surplus Canadian egg products
continue to be dumped on the U.S. market. Until the fundamental
inequities to U.S. egg producers and processors contained in the
current agreement are resolved or eggs are excluded from the
Agreement, our members cannot provide their approval or support.
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Before the
Senate Committee on Finance

Written Statement of the
Citizens for the U.S.-Canada Trade Pact

Mr. Chairman and Members of the Committee:

Good afternoon. My name is John Buckley. [ am Vice President for
Wholesale Marketing of Cumberland Farms, Inc. [ appreciate this opportunity to present
testimony on behalf of the Citizens for the U.S.-Canada Trade Pact, a coalition of which

Cumberland Farms is a member.

I. INTRODUCTION

The Eitizens for the U.S.-Canada Trade Pact urge Congress to implement
promptly the Canada-U.S. Free Trade Agreement ("FTA"). The FTA constitutes a
dramatic reaffirmation of the close political and economic relationship between the two
countries.

As its core object, the FTA would eliminate tariffs on bilateral trade. The
FTA also addresses a variety of more specific issues, including agricultural trade, trade
in services. automotive trade, trade in financial services, energy trade and similar
matters. Changes to the customs and international trade laws of both countries will be-
necessary to accommodate this new relatio'nship. Finally, the FTA creates binational
institutions to provide mechanisms for dispute resolution, to administer and interpret the
FTA. and to conduct reviews of final determinations under both countries’ antidumping
and countervailing duty laws.

The FTA energy provisions will benefit both countries by allowing economic,
not political, factors to play a greater role in determining energy trade and investment
flows between the two countries. The energy provisions will promote an atmosphere of
assurance that government intervention will not interfere with sound commercial
relationships. They also will stimulate the attainment of natural economiz efficiencies
in energy trade. Moreover, the FTA will eliminate many of the uncertainties surrounding
the investment climate in Canada.

Although its impact in the energy sector should not prove dramatic
immediately, the FTA will eliminate the uncertainties about government intervention

that impeded the development of otherwise logieal economic relationships between the
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two countries. For these reasons, the Citizens for the U.S.-Canada Trade Pact support
the prompt introduction and enactment of implementing legislation for the FTA under

Congress' fast-track procedure.

I INTEREST OF THE CITIZENS FOR THE U.S.-CANADA TRADE PACT

The Citizens for the U.S.-Canada Trade Pact ("CFTP") is an ad hoc coalition

of petroleum products marketers who favor implementation of the FTA. Its members are

Cumberland Farms, Western Petroleum Company, By-Lo Oil Co., Striker Industries, Mid- _

States Petroleum and Gull Industries. These companies market refined petroleum
products, largely gasoline, along the northern tier of states from Maine to Washington
state.

The CFTP emphasizes that its members' support of the FTA is reflective of
their long-standing commitment to free trade generally. Members of the CFTP have
long been proponents of unrestricted access to offshore supplies of crude oil and refined
petroleum products. Even without an actual influx of imports of these products. the
mere availability of alternative sources induces efficiencies and price discipline in the
U.S. market. Those effects in turn benefit energy consumers. The CFTP's support for

the FTA thus is part and parcel of its members' pro-competitive stance.

Il BACKGROUND ON U.S.-CANADA ENERGY TRADE

During the 1950s and 1960s, bilateral energy trade was not subject to the
same degree of government intervention as in recent years. Increased imports into the
United States, and ultimately the Arab Oil Embargo and its progeny, prompted both
governments to intervene heavily in their respective oil markets. This interference not
only impeded trade and investment flows, but also created an atmosphere of uncertainty
that discouraged the development of long-term commercial and investment
relationships. It should be noted that, although outside of the scope of this testimony,
there also has been varying and substantial intervention by the two governments in
non-oil energy markets.

A. U.S. Import and Export Controls

The United States has long maintained restraints on imports of crude oil
and/or refined petroleum products. These restraints have affected imports from Canada
to varying degrees.

In 1859, President Eisenhower established the Mandatory Oil Import Program

("MOIP"™) restraining U.S. imports of crude oil, unfinished oils, and refined petroleum
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products. But overland imports were exempted from the program. This exemption
meant that Canadian oil transported by pipeline or other overland method could be
entered into the United States and not be subject to import restraints.

The overland exemption was terminated in 1970, however, with respect to
crude oil and unfinished oils. From 1970 to 1973. imports of crude oil and unfinished oils
from Canada into regions east of the Rocky Mountains were subject to relatively liberal
quotas.

The MOIP was replaced in 1973 by the oil import fee program. Although
special treatment was once again afforded Canada. imports from Canada nevertheless
were subject to a fee-quota arrangement. Imports of crude oil and unfinished oils could
be entered without fee up to a liberal quota amount for Canada-alone; imports in excess
of the guota were subject to the fee. The quota could be raised if consistent with the
purpose of the fee program. Moreover. imports of refined petroleum products from
Canada were subject to fees along with refined products imports from all other sources.
These restraints on imports were a component of price and allocation controls in the
domestic market. The fee prcgram was terminated with respect to all imports in 1980.

U.S. exports of crude oil and refined petroleum products have remained
modest since 1959. Indeed, exports of crude oil have been effectively embargoed since
the imposition of price and allocation controls in 1973. An exception was allowed for
what were essentially barter exchanges with Canada. Since 1985, exports of crude oil
from the lower 48 states have been allowed. but only to Canada. Refired products
exports have been permitted and have increased significantly since liberalization of the
U.S. export licensing program in 1981. )

The ability to import and cxpcrt erude oil and refined petroleum products
thus has been subject to frequent and changing U.S. government regulation. Although the
United States' special relationship with Canada was recognized consistently in these
programs. imports from Canada nevertheless were regulated starting in 1970. The
changing and frequent U.S. government intervention injected great uncertainty into the

bilateral oil market.

B. Canadian Government Intervention

Before the Arab Oil Embargo in 1973. Canada allowed liberal U.S. access to
its oil resources. That event marked a watershed in Canadian oil policies, however.
Subsequent Caradian oil policies displayed a much more protective attitude toward its oil

resources.

7.

e

A
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As noted. U.S. import restrictions did not apply to overland imports until
1970, and Canada refrained from restraining its exports until 1973. U.S. imports of crude
oil and refined petroleum products from Canada thus g-cw steadily and dramatically
throughout the 1960s. Despite the imposition of U.S. import ~uotas in 1970, U.S. imports
of 8ll crude petroleum and refined petroleum products from Canada continued to grow
until 1973, when it reached a peak of nearly 484 million barrels (or an average 1.3 million
barrels per calendar day). -

In that year, however, Canada reacted dramatically to the world panic
engendered by the Arab Oil Embargo. Canada imposed crude oil and refined products
export restraints in March 1973. Sharp increases in shipments to the United States
preceded this action. Canada further implemented an export tax in September 1973 to
make domestic price controls effective. U.S. imports from Canada fell sharply to 170
million barrels in 1978, and fluctuated until they reached a post-1968 low of 163 million
barrels (447.000 barrels per calendar day) in 1981.

Between 1973 and 1985, therefore, Canada has had a regulated oil market.
The Canadian government controlled prices in Canada, and export restraints continued in
the form of a surplus test and export licensing requirements. With the recent oil glut,
there has been liberalization and decontrol since 1985. Indeed, U.S. imports of all
petroleum products from Canada have increased steadily since 1981 to reach 288 million
barrels in 1986 (or an average 789,000 barrels per calendar day).

The Canadian government also interfered significantly in energy
investment. During the 1960s. foreign ownership expanded dramatically. Some limited
restrictions were adopted (such as the limits on production licenses on federal lands), but
serious action was not taken until the 1970s. and then in conjunction with a broader
program to limit U.S. involvement. During that decade, the government of Prime
Minister Pierre Elliot Trudeau introduced the Foreign Investment Review Act program.
This program enabled the Canadian government to screen and, where it deemed
appropriate. prohibit the acquisition of Canadian business enterprises. The general
program was prompted by a Canadian perception that U.S. investors were increasingly
dominating Canadian industry.

These broader concerns were accentuated in the case of oil because of its
importance and because of fears that without government intervention Canada would be

relegated to the role of a supplier of natural resources to the United States. Petro-
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Canada -- a federally-owned corporation -- was created in 1975, and rapidly became -
Canada's sixth largest producer. The most draconian intervention, however, was effected
through the National Energy Program ("NEP") implemented in 1980. The NEP contained
a requirement of 50 percent Canadian ownership of the oil and gas industry by 1990, and
other Canadianization provisions. U.S. investors immediately began to sell their
ownership shares so as to secure the maximum possible value before the forced
divestment. This policy has been eased substantially since 1984, however.

C. Conseq of Policies of Government Intervention

There thus has been a history of sutstantial government intervention in the
energy markets of the United States and Canada since 1970. This interference has had
two conseguences.

First, government intervention has interfered in the operation of the
market. Long-term contracts for supply have been discoursged. Indeed. current
Canadian regulations require the insertion of a clause in oil export contracts relieving
the Canadian exporters of their obligation to export if restricted by the Canadian
government. Moreover, U.S. ownership of Canadian energy companies was subject to
forced divestment under the NEP. reducing the return received by U.S. investors.

Second, and more importantly, this tradition of government intervention
injected considerable uncertainty into the market. Perhaps more significant than the
mere presence of government intervention was the frequent change in the intensity and
form of government intervention. In a stable. albeit pervasive. regulatory environn.ent.
businesses can still enter into—long-term relationships because they have confidence in
the perpetuation of the current rules of the game. Even though the relationship might be
structured differently than without government interference, the relationship
nonetheless would develop.

An atmosphere of frequent changes in the rules of the game, however.
causes perceptions of greater risk. U.S. importers have been discouraged from relying on
Canadian supplies -- despite the fact that they might be the most logical in terms of
cost. geography. and similar factors -- because of the very real possibility that future
U.S. import restraints or Canadian export restraints would make continued access
difficult or impossible. Conversely, a Canadian exporter cannot feel assured about
exporting to the U.S. market when Canadian government export restraints or U.S.

government import restraints could subsequently deny market access. Nor can a U.S.
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investor feel secure about an investment which may become subject to new and more
rigorous Canadian equity limits, and even divestment requirements.

Government interference in the market, and the consequent uncertsinties it
created. have prevented the achievement of economic efficiencies possible from close
and logical bilateral relationships. The FTA promises to permit, to the extent
appropriate. the creation of long-term commercial ang investment relationships. These
relationships wili be dictated by economic factors, not by political circumstances, and
thus will benefit consumers in both markets by virtue of enhanced efficiencies and other
effects. In many senses, therefore, the FTA constitutes a return to conditions in the

bilateral market preceding the tumultuous events in the world energy market of the

1870s.

Iv. THE IMPACT OF THE FTA IS TO REMOVE THESE ARTIFICIAL IMPEDIMENTS
TO _BILATERAL RELATIONSHIPS AND THE ACHIEVEMENT OF ECONOMIC
EFFICIENCIES

The FTA will have two basic effects on bilateral trade in the energy sector.
First,. the FTA will stimulate greater assurance about the government regulatory
environment, which will inspire confidence in the creation of commercial and investment
relationships as well as help to dampen panic in the event of dramatic disruptions in the
world energy market. The FTA also will stimulate the achievement of economic
efficiencies that otherwise might be lost because of government intervention in the

market. These consequences in turn have favorable implications for both U.S. and

Canadian energy security.

A. The FTA Will Stimulate Certainty as a Basis for Bilateral Relatlonships in
the Energy Sector )

The FTA will stimulate greater certainty in the business community

regarding doing business in Canada or in the United States. The FTA will reduce risks
posed by entry into bilateral commercial or investment relationships.

Before turning to the ramifications of this greater certainty, however.
“certainty” must first be defined. It means a greater level of confidence that political or
nationalist factors will not alter or destroy bilateral relatior;ships. In essence, greater
certainty causes the reduction of risk assessments relating to doing business in Canada or
the United States. The greater certainty about the future fostered by the FTA also

relates to the degree of panic that results from dramatic dislocations in the world energy

i
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market; the sense of security engendered by a stable bilateral energy relationship should
help to moderate panie in the event of a sharp disruption of supplies from, for example,
the Middle East.

1. Commercial Relationships

The FTA will stimulate this greater certainty in three ways. First. it will
facilitate the establishment of long-term commercial relationshi[};s where dictated by
geography and other economic factors. The FTA reaffirris the obligations with respect
to energy of both governments under the General Agreement on Tariffs and Trade
("GATT"). This incorporation of GATT into the FTA means that quartitative import
restraints may only be imposed in certain, limited circumstances. Moreover, the FTA
specifically acknowledges that GATT prohibits minimum-export and minimum-import
requirements in all eircumstances in which other quantitative restraints are prohibited.
These provisions will assure that import restraints are confined to types (and
implemented in accordance with procedures) agreed upon by both governments in GATT.

With respect to export measures. the FTA will ensure that supplies are not
totally disrupted. An export restraint may not limit Canacian exports to the United
States (or vice versa) below the U.S. share of total Canadiar supply during a recent
representative pericd. In addition, export -cstraints may not include government
measures that result in a higher price for exports than for domestic sales of the energy
product. Finally, the FTA prohibits the incorporation in export restraints of government
measures that would disturb normal channels of supply or normal product mixes {for
example, the proportion between crude oil and refined products in total exports).

The FTA thus promotes greater certainty in access to suppliss. That
additional assurance is particularly important when assessing the risks entailed by
another oil erisis. The FTA alleviates, with respect to Canada at least. some of the fear
that another world cil erisis would bring a repetition of the Canadian export or U.S.
import restrictions.

2.  Investment Relationships

Second. the FTA will foster the establishment of long-term investment
relationships. The FTA will permit investment relationships to be determined more by
capital availability. reserves and market vconditions than by political factors. Moreover,
- U.S. investors will not have to hold as great a feur of nationalization, minimum equity
restrictions.  performance requirements. or the like imposed by a new Canadian

government.
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The FTA accomplishes this by "locking in" the more liberalized current
Canadian investment rules applicable to the energy sector. Under the FTA, Canada may
impose energy investment regulations no more restrictive than those in force on October
¢, 1987, These regulations have been dubbed the Masse Policy, which embodies & set of
rules regarding various aspects of energy investment.

The Masse Policy contains the following major elements:

. Foreign investors will be prevented from directly acquiring a
reaithy Canadian company in the oil and gas sector.

. Nevertheless. the Canadian government will consider
permitting the direct acquisition of a Canadian business that
is financially unsound by U.S. investors, If a Canadian oil and
gas enterprise is already foreign-owned. the Canadian
government will normaliy permit sale to another foreign
investor. albeit perhaps with some generalized commitment
to expand Canadian ownership.

. With respect to indirect acquisitions, the Canadian
government may insist upon some general co!” mitment to
expand Canadian ownership withcut imposing any specific
requirements.

. The Canadian government will continue to require that
entities seeking production licenses for Canadian federal
lands be 50 percent Canadian owned.

Ir esserce, Canada committed in the FTA to maintaining an investment poliey in the
energy sector that is no more restrictive than the Masse Policy.

The Masse Poiicy obviously perpetuates some obstacles to U.S. investment in
the Canadian energy sector. By mandating that the Masse Policy is the maximum degree
of government intervention, however, the FTA provides substantially greater certainty
for potential U.S. investors. Canadian energy investment policies have fluctuated. but
dispiaved a gereral movement toward greater "Canadianization" in ownership regulations
sinrce 'he 1960s. This trenc culmirated with the NEP's requirement of 50 percent
Canadian ownership by 1990, and the associated buyout of U.S. energy investments by
Caradian investors. ‘Chis program abated somewhat with the advent of the Masse
Poitcy. The FTA minimizes the risk of a repetition of this evolution and thus provides
greater clarty for U.S. investors. This greater assurance -- that the investment climate
in Canada will remain stable for the foreseeable future -- is a positive development

despite the retention of substantial Canadian government regulation of investment in the

energy tector,
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3. Effects in the Event of Market Disruption

Finally, the assurances provided by the FTA will help to assuage, albeit not
eliminate, the panic that normally follows dislocations in the international energy
market. It is this panie, rather than actual physical supply shortages, that has tended to
cause rapid oil price increases.

In the future, the United States will inevitably be reliant to some degree on
foreign oil supplies. This reliance need not amount to vulnerability. however. If events

in a politically unstable region like the Middle East disrupt oil supplies. the assurance Jf

access to Canadian supplies embodied in the FTA will help to dampen the panic. As
noted above, there will be less chance of a repetition of the Canadian government export
restraints that followed the Arab Oil Embargo in 1973. The FTA provisions. moreover.
signify to the market that not all foreign sources of crude oil and petroleum products are
susceptible to political interference, and that the impact of a disruption in supply should
be evaluated in its specific regional context rather than immediately assumed global in
scope.

B. 7The FTA Will Stimulate the Achievement of Economic Efficiencies in
Bilagteral Eneigv Trade

The FTA also will s.imulate the attainment of economic efficiencies in
bilateral energy trade. The history of government intervention related above has
hindered or prevented the achievement of such efficiencies. Although they will not be
dramatic in magnitude, there are clear economic complementarities that can be
developed, if only by virtue of the elimination of tariffs or geography. Moreover, long-
term investment relationships are made more possible by the FTA, thereby enhancing the
likelihood of the long-term development of high cost Canadian reserves.

1. Elimination of Tariffs

The clearest complementarity of the FTA will be the benefit provided
consumers through the elimination of tariffs. U.S. tariffs on crude oil and petroleum
products are significant; their elimination will yield substanti;;l benefits for U.S.
consumers, especially along the northern tier.

Current U.S. tariffs on crude oil equal either 5.25 cents per barrel or 10.5
cents per barrel, depending upon the oil’s specific gravity. For petroleum products, U.S,
tariffs range from 5.25 cents per barrel on distillate and residual fuel oils (with a specific
gravity under 25 degrees API) to 52.5 cents per harrel on motor fuel and 84 cents per
barrel on lubricating oils. Imports of kerosene and naphthas. except those qualifvirg as

motor fuel, are assessed a duty of 10.5 cents per barrel.

s
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U.S. imports of these products from Canada are substant:al and growing.
ILS. imports of crude oil and shale cil from Canada, fer example, increased from 175
million barrels in 1985 to 209 millicn barrels in 1986. Moreover. Canada is one of the
most significant sources of U.S. crude oil imports, accounting for more than 12 percent
of total crude oil imports in each year since 1985. (‘anada placed within the top three
sources of U.S. crude oil imports during that period. A similar situstion exists with
respect to petroleum prcducts. Csnada hdas been a leading source of U.S. imports of
motor fuels and lubricating oils- among other items.

The elimination of tariffs on these imports will provide substantial savings to
U.S. consumers. This benefit of the FTA can be illustrated by using 1986 as an
example. In that year. U.S. consumers paid $17.8 million in regular customs duties on
imports of crude oil frem Carada, and another $6.9 n:illion in duties on imports of
Canadian gasoline. These costs were concentrated disproportionately among consumers
along the northern tier of states. During the period January-October 1987, for instance,
only 2.3 percent of Canadian crude oil and 11.0 percent of Canadian gasoline was
imported through ports outside of the northern tier. Nor are *hese imports distributed
widely once entered; generally, they are refined and/or marketed regionally where
imported.

The elimination of tariffs on imports of Canadian crude oil and petroleum
products thus will mean substantial savings for consumers of these products, especially in
the northern United States. This is the ciearest and most direct. but by no means the
sole, benefit of the FTA energy provisions.

2. Commercial Relationships

Simple geography dictates that there are many complenientarities along the
northern tier of the United States. Regional situations in both countries -- such as
location of transportation facilities, location of refineries and terminals, location of
pipelines. local competitive circumstances and the like -- inevitably will lead to
complementary relationships along the borders. Some clear potential examples include:

. Canadian Crude Oil and Northerp Tier Refineries

There are existing relationships between U.S. refineries in the
Midwest and Canadian crude oil exporters. A majcr pipeline
runs from Edmonton. Alberta through Minnesota. Wisconsin.
Illinois, Indiana and Michigan before returning to Canada near
Windsor, Ontario. Refineries located near St. Paul and
Chirago have long obtained crude oil supplies through this
pireline. In the period January-October 1987, for example.
more than 89 percent of total U.S. crude oil imports from
Cenada entered through Minnesota or Illinols custons
districts. The FTA will provide greater assurance that those
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supplies will remain secure. Moreover. the U.S. Midwest
contains asphalt refineries and refineries capable processing
heavier grades of crude oil. These refineries can complement
Canadian producers of heavy oil and tar sands as those higher
cost resources are exploited In the future,

Alaskan North Slope Crude Qil and Western Canadian
Refineries

An opposite complementarity might exist along the U.S. West
Coast. Crude oil extracted from Alaskan North Slape ("ANS")
fields has engendered an oil surplus wo<t of the Rocky
Mountains in the United States. There are no L.Z. pipelines
avaijlable to transport this oil to the more needy Sastern
regions. U.S. law, moreover, generally prevents the
exportation of this oil, even to refineries located just across
the border in Vancouver. British Columbia. The FTA ‘vould
allow the export of a8 limited quantity (50,000 barrels per day
on average) of ANS crude oil to these refineries. Moreover,
the requirements of the Jones Act will still be respected by
the FTA. Under the FTA, the ANS ~rude oil must be shipped
by tanker to Washington state befure being transported by
pipeline to Vancouver. In turn, gradually diminishing supplies
of Canadian light crude oil can be redirected East to
Canadian and U.S. refineries serving the Midwest and
Atlantic regions. Both countries thus can benefit by a more
efficient and secure regional allocation of erude oil supplies.

Canadian Energy Supplies Serving New England

The scarcity of various energy resources in New Engiand is
well known. The FTA will provide a more favorable
atmosphere for the  establishment of long-term
complementary relationships in the energy sector to
ameliorate these problems. Canadian refineries located in
Newfoundland and Nova Scotia can serve New England
refined products markets. In the period January-October
1987. for example, 4.1 million barrels of Canadian gasoline
entered the United States through New England customs
districts. These imports represented more than 46 percent of
total U.S. gasoline imports from Canada. Under the FTA. the
Canadian refineries can be more assured that those markets
will remain open while U.S. consumers can be more assured
that those supplies will remain available. The same effects
would hold true in the realm of hydroelectric energy, where
Quebec has expressed an interest in exporting more
electricity into New York and New England.

Transportation of Beaufort Sea Crude Qil through the Trans-
Alaska Pipeline

A more speculative,_long-term complementarity might be
cooperation in the development and transportation of remote
Arctic reserves. For example, the Trans-Alaska Pipeline
could be used to transport crude oil production from remote
northern Canada. Canada appears to have substantial
reserves in the Beuaufort Sea-Mackenzie River Delta region
along its northern coast. These reserves, however, are
located in a harsh environment and are very costly to develop
and produce. In the event that the world price of oil rises to
a substantially higher level. these reserves may become more
justified economically. A logical complementarity therefore
would be to avoid the enormous expense and ecolegical risk of
constructing a new pipeline when the crude oil could be
transported through the existing Trans-Alaska Pipeline.
Other, similar complementarities in these remote northern
regions also can be envisioned.
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3. Investment Relationships

The FTA also could stimulate the achievement of efficiencies in the area of
investment and even the sharing of technology. These benefits appear more speculative
because of current conditions in the world energy market. Nevertheless, the FTA will
provide a stable foundation for the mutually beneficial development of petroleum
reserves when justified by conditions in the world market.

Both the United States and Canada possess substantial oil reserves that are
extremely expensive to exploit. Colorado and Wyoming in the United States, and Alberta
and Saskatchewan in Canada. contain large reserves of tar sands and/or heavy oil.
Moreover, Canada has potentially large reserves in the Beaufort Sea/Mackenzie River
Delta region and offshore along its Atlantic coast. All of these reserves are extremely
costly to explore, develop and produce. The tar sands/heavy oil require special
processing to convert into synthetic fuels to be used commercially. Although apparently
comprised of lighter grades of crude oil, the Arctic and offshore reserves are in remote,
harsh environments. Indeed, certain reserves may nct yet be recoverable because of the
need for more advanced technology before commercial operations could commence.

The development of these reserves cannot be justified economically under
present r =rket conditions. The world oil price is simply not high enough to stimulate
investment, exploration or development. The artificial stimulation of such development
would not benefit either country because it would require protected markets in which the
price of oil would be considerably higher than the international price. Such a differential
would undermine the competitiveness of energy-consuming industries in both countries.

If and when the world oil price does reach appropriate levels. however. the
FTA will further stimulate the exploitation of these high cost reserves in two ways.
First, it will provide a larger assured market over which to spread development and
production costs. The oil produced from these reserves will flow to its natural markets,
rather than to markets circumseribed by political factors.

In addition, the FTA will provide a stable investment climate. Such stability
will be important given the large amount of capital needed. Under the FTA. a larger
pool of capital will be available from which to draw for the exploitation of these high
cost resources.

Finally, technology flows may ’be enhanced by the FTA. The more remote
reserves, as noted. will require advanced technology to be made commercially feasible.

Synthetic fuel production, deepwater operations, and harsh Arctic environment
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operations all will benefit by a sharing of experience and technology between the
national oil industries. The greater atmosphere of assurance fostered by the FTA will
facilitate the sharing of this technology. The FTA will dampen fears, for example. that
technology shared will later be nationalized and used against the provider. The long-
term relationships permitted by the FTA. and the greater confidence it inspires. will
provide a solid basis for the necessary cooperation.

Various economic efficiencies thus will be promoted by the FTA. The least
cost alternative for crude oil and refined products will prevail along border regions,
stimulating competition and benefitting consumers. The FTA also will ergender price
discipline simply by virtue of the availability of assured alternate sources of supply. The
mere availability of crude oil and refined products from Canada. in other words. will
provide an incentive for U.J3. producers to engage in competitive pricing. Finally. the
FTA may accelerate the rate at which high cost reserves are brought into production.
when otherwise justified by world market conditions, because the FTA will provide a
larger assured market for production and a more favorable investment climate.

C. Ilmplications for Energy Security

The FTA will have benefieial implications for energy security for both
countries, Although the FTA will not provide immunity from worlid market conditions. it
will render both countries better able to withstand the political exploitation of energy
resources or sharp disruptions of supply.

The FTA will provide the foundation for the complementary. efficient and
sound operation of the U.S. and Canadian energy markets. Such markets should prove
more resilient and more secure in a volatile world energy market. The assurance of
Canadian supplies, for example, should dampen the panic that often follows interruptions
in the flow of Middle Eastern supplies.

Finally, both countries will benefit by the greater political and economic
flexibility permitted by resilient energy markets. The actual and perceived vulnerability
of the United States to Middle Eastern sources of supply, for example, will be reduced by
the assurance of supplies from Canada. The United States accordingly will be better able
to select policy options that will lead to long-term stability in the region as opposed to
policy options that might expediently assure continued flow of petroleum supplies in the

short run.
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V. CONCLUSION

The FTA should not be expected to cause dramatie changes in the U.S. and
Canadian oil markets. Rather, it should be viewed as an exercise in foundation-
building. The FTA will place bilateral oil trade on & sound footing by permitting
economiec, rather than political. factors to play a greater role in determining bilateral
trade in crude oil and refined petroleum products as well as bilateral investment flows.
In many ways. the FTA constitutes a restoration of the more rational bilateral energy
policies of the 1950s and 1960s. The Citizen for the U.S.-Canada Trade Pact therefore
believe that the FTA is in the best interests of the United States as well as Canada, and
urge its prompt implementation.

Thank you for your kind attention. I will be pleased to answer any of the

Committee's questions at this time.
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